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Tax Effects Of Union Welfare Funds 


EMANUEL L. GORDON 


ae an impediment other than a severe economic downturn 
exists in the path leading to higher wage rates, unions turn to “fringe” 
benefits as an avenue along which their members may improve their stand- 
ards of living. These fringe benefits include such comparatively old forms 
as vacations and holidays with pay, along with their relatively new com- 
panions, the various forms of social insurance. 

During the wage freeze which accompanied World War II, em- 
ployers were permitted to grant relatively liberal fringe benefits * because 
these were regarded as less inflationary than wage increases. Again, when 
the cost of living, after having risen steadily since 1939, turned down- 
ward in October, 1948,” it became more difficult for unions to justify wage 
increase demands,* and that difficulty was enhanced by the drop in profits 
which had taken place in important sectors of the economy.* At the 
same time, the National Labor Relations Board and the courts were 
establishing the legal right of unions to bargain with respect to social 
insurance on behalf of persons for whom they were exclusive bar- 
gaining agents.° The result of these factors has been the granting of 


EMANUEL L. Gorpon (B.B.A., College of the City of New York, M.A., New School 
for Social Research, LL.B., Columbia University) is a member of the New York and 
Federal Bars, and is associated with the firm of Roosevelt, Freidin & Littauer. Mr. Gordon 
is the author of Income Tax Penalties, 5 Tax L. Rev. 131 (1950), and other significant 
contributions to tax scholarship. 


1 NWLB Termination Rep. 306-402, especially 380-385 dealing with social insurance 
benefits; 946 Bur. Las. Strat. Butt. 2, Employee Benefit Plans Under Collective 
Bargaining. 

2 The Economic Report of the President 169 (Jan. 1950) (Consumers’ price index for 
moderate income families in large cities). 

8 Tilove, Recent Trends in Health and Welfare Plans, Tarrp ANNUAL NEw York 
University CONFERENCE ON Lasor 3 (Mim. 1950). 

*The Economic Report of the President 177 (Jan. 1950) (Corporate profits before 
taxes were $19.7 billion in 1945, $23.6 billion in 1946, $31.6 billion in 1947, $34.6 billion 
in 1948, and only $27.6 billion in 1949). 

5 Pensions: Inland Steel Co., 77 N.L.R.B. 1 (1948), order enforced, 170 F.2d 247 
(C.C.A.7th 1949), cert. denied, 336 U.S. 960 (1949) ; Tide Water Associated Oil Co., 85 
N.L.R.B. No. 189 (1949) (preexisting pension plan) ; Allied Mills, Inc., 82 N.L.R.B. 854 
(1949) (same). Health and accident insurance: General Motors Corp., 81 N.L.R.B. 779 
(1949), order enforced, 179 F.2d 221 (C.C.A.2d 1950) (designated only as “group in- 
surance”) ; Cross & Co., 77 N.L.R.B. 1162 (1948), order enforced, 174 F.2d 875 (1948) ; 
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increased welfare benefits in a substantial number of the collective agree- 
ments negotiated in recent months.® 

Once such benefits are included in a collective agreement, it is highly 
probable that the vast majority will remain in succeeding contracts. Since 
a large number of contracts currently negotiated provide employees with 
social insurance for the first time, the aggregate number of employees 
enjoying this protection is likely to increase,” and so, too, will the sig- 
nificance of this class of benefits. 


Knoxville Pub. Co. v. National Labor Relations Board, 124 F.2d 875, 882-883 (C.C.A.6th 
1942) (sickness and death benefits); Anchor Rome Mills, Inc., 86 N.L.R.B. No. 119 
(1949). 

Of course, the fact that an employer must bargain on a subject does not require that 
he grant any concessions. National Labor Relations Act, Sec. 8(d), as amended, 29 
U.S.C.A. §158(d) (Supp. 1950). See National Maritime Union, 78 N.L.R.B. 971, 981 
(1948) (As “the Act does not require final agreement or the granting of concessions, the 
parties may reach an impasse which does not reflect on the good faith of the bargaining.” ) 
It does not follow, however, that a proposal may be rejected arbitrarily. “The employer 
cannot discharge his obligation to bargain by merely accepting or rejecting the proposals 
of the union; there must be an actual bargaining process in which in good faith an attempt 
is made to adjust differences and reach a common ground.” 2 NLRB Ann. Rep. 80 
(1937) ; St. Joseph Stock Yards Co., 2 N.L.R.B. 39, 49 (1936) (“There is much to indi- 
cate that the respondent conceives of its function in ‘collective bargaining’ as a mere stating 
of ‘yes’ or ‘no’ after discussion, to any requests presented to it by representatives of its 
employees. It does not feel required to work toward a solution satisfactory to both sides 
of the various problems under discussion by the presentation of counter-proposals or other 
affirmative conduct. The respondent’s whole attitude is colored with the belief that the 
agreement on concession comes as a matter of grace on its part.”). 

Because social insurance is a matter for collective bargaining, an employer may not 
make unilateral changes relative thereto without first offering to bargain with the union 
(11 NLRB Awn. Rep. 48 (1946) ; General Motors Corp., supra note 5), and must await 
an impasse in the bargaining before putting into effect its proposed change (Bradley 
Washfountain Co., 89 N.L.R.B. No. 215, 26 L.R.R.M. 1149 (1950)). 

6 The BNA CoLLEcTIVE BARGAINING SERVICE reports changes in the terms of currently 
negotiated collective agreements. Only occasionally does it report provisions which are 
carried forward unchanged. The following tabulation has been made from its bi-weekly 


reports : Total No. 
Having Health 
No. of Changes in an 
Period Contracts Social Insurance Pension Profit 
1950 Reported Insurance Alone Alone Both Sharing 

I icon cénenes 176 66 39 13 14 

SEEINO.... cecccses 119 35 28 4 3 
4/11-4/24........... 154 65 53 7 5 ‘a 
0), ee 166 58 45 8 4 1 
re 210 50 39 6 5 Ae 
BE Bok ccvcvexens 198 82 64 6 12 RR 
OO aa 160 60 43 3 12 s 


7 A tabulation made in 1948 of 1,300 contracts negotiated after June, 1947 revealed that 
20% of them provided for paid sick leave, 30% provided for other health and insurance 
benefits, and 5% made provision for pensions (22 L.R.R.M. 3 (1948) ). 

A survey by the Bureau of Labor Statistics in late 1947 and early 1948 revealed that 
three million workers receive social insurance pursuant to collective agreements. Of 
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Administrative Types. Social insurance benefits may be administered 
by an employer directly. This is usually done wherever the employer 
voluntarily grants the benefits and they are not included in any collective 
agreement.* In many instances the employer administers the benefits 
even though they have been granted in a collective agreement as a result 
ul the demand made by the union representing his employees. More and 
more, however, unions are insisting upon a share, at least, in the ad- 
ministration of welfare funds in order to garner some of the prestige in 
the eyes of employees which may be derived from their having been pro- 
vided. And, in a substantial number of cases, employers prefer not to be 


these, 45% receive some form of social insurance, other than pension or retirement benefits, 
11% have solely pension or retirement benefits, and 44% have both. Rowe and Weiss, 
Benefit Plans Under Collective Bargaining, 67 MonTHLY Lazor REviEw 229, 231 (1948). 

In a 1949 survey of 2,148 labor agreements, covering over three and a half million 
workers, 30% of the contracts were found to provide sickness and accident benefits. In 
80% of these cases the employer bore the entire cost of the benefits. Rubenstein and Wolk, 
Sickness and Accident Benefits in Union Agreements, 1949, 70 MontHty Lasor REVIEW 
636 (1950). 

The number of employees covered by welfare plans pursuant to collective agreements 
was estimated at five million in April, 1950. Tilove, Recent Trends in Health and Welfare 
Plans, Tairp ANNUAL NEw York UNIVERSITY CONFERENCE ON Lazor 3 (Mim. 1950). 

There were in non-agricultural employment (excluding interstate railroad and govern- 
ment employees who receive statutory social insurance) 35.9 million persons in 1949 and 
37.1 million in 1948. 70 MontHity LasBor Review 674-676 (1950). 

The total number of employees receiving social insurance benefits is, of course, greater 
than the number receiving them pursuant to collective agreements. In 1947, 8,377,000 
employees were covered by group accident and health insurance. New York State Depart- 
ment of Labor, Division of Research and Statistics, Studies in Disability Insurance, Pub. 
No. B-18 (Part II) 4 (1949). Of all employees in New York State, other than govern- 
ment or railroad employees, it was estimated that in January, 1949, 38 to 41% were pro- 
vided with disability benefits, and that if only employees covered by the Unemployment 
Insurance Law were considered, the percentage would increase to 44 to 48%. (Jd.) How- 
ever, a “fairly comprehensive list” of all such benefits which were at least partly 
administered by unions contains only 168 such instances. Of these, 162 provide hospitali- 
zation; 149 accident and sickness benefits; 137 surgical benefits; 114 maternity benefits; 
and 90 medical care benefits. New York State Department of Labor, Division of Research 
and Statistics, Union and Union-Management Health Insurance Plans in New York State 
(Jan., 1949). 

By the year ended June 30, 1949, an aggregate total of 12,865 rulings on the qualification 
of bonus, profit-sharing, annuity, and pension plans had been issued, and with respect to 
those set up 711 rulings had been issued relative to termination and 401 relative to cur- 
tailment. Comm’r Int. Rev. ANN. Rep. 26 (1949). 

In 1948, 16,184,000 employees in the country were covered by group life insurance, and 
17,000,000 by commercial group hospitalization. Tilove, supra note 3, at 4-5. In the case 
of medical care and hospitalization insurance provided by Blue Cross, Blue Shield, etc., 
it is difficult to ascertain what proportion is provided by employers. 

8 This was generally the case before unions obtained legally protected rights to bargain 
with respect to social insurance. Rowe and Weiss, Benefit Plans Under Collective Bar- 
gaining, 67 MontHty Lazor Review 229, 230 (1948). 
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burdened with the administration of welfare plans,° so that it has even 
been possible for unions to be the sole administrator or to designate the 
sole administrator of these funds. This study will be restricted to welfare 
funds in which union and management share administrative functions, 
or those in which either the union or some third party is the sole 
administrator. 

In those limited segments of our economy which do not affect inter- 
state commerce, unions may seek to obtain innumerable types of welfare 
funds and to administer those funds alone. It is otherwise in the vastly 
more important areas of employment which are subject to the restrictions 
imposed by the Labor-Management Relations Act of 1947, popularly 
known as the Taft-Hartley Act. Section 302 of that Act *° contains a num- 
ber of poorly drafted provisions relating to welfare funds. The basic pro- 
vision renders it unlawful for an employer “to pay or deliver, or to agree 
to pay or deliver, any money or other thing of value to any representative 
of any of his employees” and for a representative of employees to perform 
the correlative acts. 

The first ambiguity arises in the term, “representative.” It might fairly 
be assumed that the denotation of the term is limited to the bargaining 
agent of the employees. Nothing in the legislative history indicates any 
intent at a broader definition,“ and the criminal sanctions imposed for 
violation of section 302 should lead to the acceptance of an interpretation 
of which people may have reasonable notice before being punished for 
having transgressed its prohibitions.” 





® NLRB, Report ON THE LEGISLATIVE History OF THE LABOR-MANAGEMENT RELATIONS 
Act or 1947, 1314-1315, 1317-1320; Sen. Rep. No. 986 (Part 4), 80th Cong., 2d Sess. 39 
(1948). . 

10 29 U.S.C.A. §186 (Supp. 1950). 

11 The legislative history on section 302 appears in NLRB, Report oN THE LEGISLA- 
TIvE History OF THE LABOR-MANAGEMENT Retations Act oF 1947, supra note 9, which 
is indexed by sections. 

12“No one may be required at peril of life, liberty or property to speculate as to the 
meaning of penal statutes. All are entitled to be informed as to what the State commands 
or forbids . . . ‘and a statute which either forbids or requires the doing of an act in 
terms so vague that men of common intelligence must necessarily guess at its meaning 
and differ as to its application, violates the first essential of due process of law.” Lanzetta 
v. New Jersey, 306 U.S. 451, 453 (1939). Of course, the Court has rarely been without 
some formula which will enable it to twist in the opposite direction when the predilections 
of a majority of the justices indicate a different path to be desirable. “The rule, often 
announced, that criminal statutes must be strictly construed does not require that the 
words of an enactment be given their narrowest meaning or that the lawmaker’s evident 
intent be disregarded.” United States v. Giles, 300 U.S. 41, 48 (1937). But when is a 
lawmaker’s intent evident? One can often see what one chooses to see though it cannot 
objectively be said to be evident or even existent. See, e.g., the Court’s vision of intent 
in United States v. Alpers, 18 U. S. L. Weex 4116 (1950). For an instance of reliance 
upon the rule calling for a narrow construction of criminal statutes when political con- 
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Unfortunately, the exceptions to the actions declared unlawful are 
broader than the prohibited acts. Pertinent here is the exception for a 
tripartite trusteeship of which the members are employer and employee 
representatives in equal number, together with a neutral person or persons 
empowered to break any deadlock. While it is difficult to see why such 
trustees, whose administration is subject to limitations imposed by the 
law of trusts, should be a “representative” of the employees, section 302 
should be so interpreted since, otherwise, there would be no need to set 
up an exception for the tripartite trusteeships. 

Other limitations are imposed upon such excepted trusts: (1) the 
benefits must be specified in detail in a written agreement with the 
employer; (2) the instrument must provide for an annual audit of the 
fund, the results being available at least at the fund’s principal office; 
(3) the benefits must be limited to the employees of contributing employers 
and to the families and dependents of the employees; (4) the types of 
benefits are restricted to paid vacations (but this type of benefit is available 
only if the fund was established prior to January 1, 1947), medical or 
hospital care, pensions on retirement or death of employees, compensa- 
tion for injuries or illness resulting from occupational activity or insurance 
to provide any of the foregoing, or unemployment benefits or life insur- 
ance, disability or sickness insurance or accident insurance; and (5) pen- 
sion or annuity trusts may not provide any other form of benefit. 

Among the types of benefits excluded are severance pay funds, and 
straight profit-sharing funds. Those funds established prior to January 
1, 1946 are restricted only as to the type of benefits furnished and the 
class of beneficiaries (items 3, 4, and 5 in the preceding paragraph). 
Moreover, the pre-1946 fund may expand by providing additional em- 
ployees with benefits, and by receiving payments from additional em- 
ployers.** It is also consistent with the language of the exception that 
new types of benefits, within the categories authorized by section 302, 
be permitted, although this issue has not been litigated. It is thus possible 


siderations render that desirable, see United States v. Slaughter, 89 F. Supp. 877 (D.C. 
1950). 

13 Fur Dressers Union v. Fur Dressers Guild, 87 F. Supp. 400 (S.D.N.Y. 1949) ; Up- 
holsterers Union v. Leathercraft Co., 82 F. Supp. 570 (E.D.Pa. 1949) ; In re Baker, 194 
Misc. 51, 85 N.Y. Supp. 2d 193 (Sup. Ct. N.Y.Co. 1948); Matter of Feller, 82 N.Y. 
Supp. 2d 852 (Sup. Ct. N.Y.Co. 1948). The Department of Justice had taken the same 
position. 22 L.R.R.M. 48 (1948). So, too, have arbitrators. Harjer Furniture, Ltd., 9 
BNA Las. Ars. Rep. 392 (M. Copelof, 1947) ; Arrow Mill Co., 11 BNA Las. Ars. Rep. 
876 (C. B. Spaulding, 1948). These decisions were criticized by the Joint Committee on 
Labor-Management Relations in Sen. Rep. No. 986 (Part 3), 80th Cong., 2d Sess. 99 
(1948), but the criticism was eliminated in Part 4 at 17, which restates the balance of the 
discussion. 
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to have trust funds which are solely administered by the union,** and these 
funds may grow in importance within the jurisdiction of those unions 
which had established them prior to 1946. 

A union may desire to provide employees with a type of benefit not 
authorized by section 302, or it may desire to provide benefits for persons 
who are not employees of contributing employers or dependents or rela- 
tives of such employees. It is commonplace knowledge now that unem- 
ployment in one area may be caused by a competing activity in another 
field. For that reason it may be desirable that the employers engaged in 
the activity causing the unemployment, contribute to a fund to alleviate 
the unemployment created by their business although those unemployed 
may never have been in their employ. Yet, no fund established under 
section 302 may provide either an unauthorized type of benefit or benefits 
for an unauthorized class of beneficiaries.** 


14 Payments may also be made lawfully to union-administered welfare funds pursuant to 
contracts executed prior to passage of the Labor-Management Relations Act of 1947, 
where the employers’ payments are made in return for consideration fully furnished by his 
employees prior to the expiration of the contract or July 1, 1948, whichever occurred 
sooner, this being the date fixed by section 302 as the one to which such contracts might 
be enforced. If such payments by employers were not permitted, the statute would be 
unconstitutional in retroactively depriving the employees and their union of the payments. 
The constitutional requirement here is merely one of reasonableness. In considering the 
precedents, it must be remembered that decisions antedating 1890 carry no weight, since 
substantive due process was first declared to exist in M. & St. P. R. Co. v. Minnesota, 
134 U.S. 418 (1890). Where not shown to be reasonable, retroactive legislation has been 
invalidated in Lynch v. United States, 292 U.S. 571 (1933) ; Coombes v. Getz, 285 U.S. 
434 (1932) ; Forbes Pioneer Bootline v. Board of Commissioners, 258 U.S. 338 (1922) ; 
Ettor v. Tacoma, 228 U.S. 148 (1913). It is true that Louisville N.R. Co. v. Mottley, 
219 U.S. 467 (1911) upheld the constitutionality of a statute which retroactively invali- 
dated a railroad pass given as compensation for injuries, but the explanation is that the 
injured parties had held the right to sue the railroads for their loss. Hudson River R.R. v. 
Gray, 239 U.S. 583 (1916). It was merely a change in the form of compensation. Other 
cases have permitted delays in the time for prosecution of a claim. Home Building Loan 
Ass’n v. Blaisdell, 290 U.S. 398 (1934). But no case has retroactively wiped out a 
bargained-for right to compensation after the party had fully rendered his performance. 
In the situation here considered the employees and the union would lose all the benefit of 
the payments which were to have been made to the welfare fund if retroactive effect were 
given the statute, since the employer was only obligated to pay the union, and under the 
statute no form of payment to the union could be made. 

The Portal to Portal Act of 1947, 29 U.S.C. §§251, et seq., retroactively eliminated 
claims to overtime pay for services performed prior to enactment of the statute, but there 
the justification was that the employees were unaware of any right to that overtime until 
after their performance. Rogers Cartage Co. v. Reynolds, 166 F.2d 317 (C.C.A.6th 1948) ; 
Thomas v. Carnegie Illinois Steel Corp., 8 Wage & Hour Cases 620 (C.C.A.3d 1949) 
(citations collected). 

15 In the case of the United Mine Workers, benefits were given to miners who had not 
been employees of the contributing employers. It was contended that the tripartite trustee- 
ship which administered the fund was not a representative of the employees. SEN. REP. 
No. 986 (Part 4), 80th Cong., 2d Sess. 18 (1948). While the statutory construction 
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The coverage of section 302 is as broad as its broadest exception. 
Hence, for our purposes the characteristics of the tripartite trusteeship 
mark the boundary of the prohibition. The two significant elements 
appear to be union representation among the trustees and the establish- 
ment of the trust by an agreement to which the union is a party. If these 
characteristics were avoided, section 302 would not apply at all. It is 
therefore possible to set up a trust fund which is restricted neither as to 
type of benefit nor class of beneficiaries. This may be done by obligating 
the employer in the collective agreement to establish a trust fund by a 
declaration of trust between himself and an impartial trustee unaffiliated 
with the union.** It has even been held that the latter restriction is unneces- 
sary to the legality of the fund.” 


hardly appears proper, the action was held to be lawful, without any discussion thereof, in 
Van Horn vy. Lewis, 79 F. Supp. 541 (D.C. 1948). However, the entire coal mine labor 
situation was so steeped in political pressures, whether the result was for or against the 
mine workers, that reliance upon the decision as precedent in other situations where the 
same political considerations are not present does not appear to be indicated. 

16 Opinion of the Attorney General, dated Dec. 13, 1948, to the Secretary of Labor. The 
Attorney General concurred in an opinion of the Solicitor of the Labor Department, dated 
Dec. 10, 1948, which stated in part: “In using the term ‘representative’ in Section 302, 
it is, of course, clear that Congress had unions or union agents foremost in mind (Cong. 
Record, May 7, 1947, p. 4805, May 8, 1947, p. 4876). Aside from the limited meaning of 
the term indicated by the legislative history, it would not in any event seem that, under 
the Trust Agreement, there can be any question that the trustee is not a representative 
of employees. The Trustee is designated in the first instance by employers, not by 
employees or representatives of employees. The Trust Agreement, in specifically stating 
that the Trustee shall not represent labor, or unions, or employees, would seem not only 
to preclude the appointment of a representative of employees or a union agent as trustee, 
but also to require the Trustee to refrain at all times from representing employees in 
carrying out the Trust Agreement.” These opinions are reprinted in Sen. Rep. No. 986 
(Part 4), 80th Cong., 2d Sess. 59-61, and in Part 3 at 107-110 (1948). 

The Joint Committee on Labor-Management Relations, in Sen. Rep. No. 986 (Part 3), 
80th Cong., 2d Sess. 98-99 (1948), criticized the opinions, arguing that any trust 
“established by collective-bargaining agreements,” were “established by such representa- 
tive” of employees within the meaning of section 302. The Committee apparently over- 
looked the fact that the Music Performance Trust referred to in the opinions was not 
established by the collective bargaining agreement but by a separate agreement between 
the employers and the Trustee. The collective agreement merely obligated the employers 
so to do. In Part 4 of the Report the criticism was eliminated although the remaining 
discussion is restated. See id. at 18, 50-52. 

17In Rice Stix Dry Goods Co. v. St. Louis Health Inst., 15 Las. Cas. 64727 (E.D. 
Mo. 1948), it was held lawful for an employer to contribute to a welfare fund, which was 
operated by a charitable membership corporation (of which any individuals or groups 
might be members), of which the officers were also officers of the union representing the 
employees of the employer. The reasoning was that the corporation was a separate entity 
and not a representative of the employees. This decision too was at first criticized by the 
Joint Committee on Labor Management Relations in Sen. Rep. No. 986 (Part 3), 80th 
Cong., 2d Sess. 98 (1948), but again was withdrawn in Part 4, although the balance of 
the discussion reappeared. Here too, the Committee’s argument that the fund was 
established by the representative of the employees in a collective bargaining agreement 
scarcely fits the facts, for the fund and the corporation existed independently of the 
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The analysis of the tax effects of union welfare funds will be divided 
into three major parts: (1) the deductibility of contributions to the fund; 
(2) the taxability of the fund; and (3) the taxability of benefits received 
from the fund. 


DEDUCTIBILITY OF CONTRIBUTIONS 


General Principles. Since expenditures in the nature of social insurance 
may be taken as deductions only in so far as they qualify as ordinary and 
necessary expenses under section 23(a) of the Code, it will not be amiss 
to review briefly the principles governing such deductions. A number of 
qualifications which must be met may be placed aside as tangential to this 
study. Thus, unless the expenditure is reasonable in amount, the excess 
will not be treated as having been expended for the purpose claimed.** So, 
too, the expenditure must have been incurred in the taxpayer’s business 
and not in someone else’s business.*® Intimately involved in this subtle 
issue is the question whether expenses in aid of corporations may be in- 
curred by taxpayers owning their stock *° or holding office in them.” 

The issue is now restricted to an expenditure, reasonable in amount, 
by a taxpayer on behalf of its own business.” What may be distilled from 


agreement, nor does it appear that the union as an entity had any membership or ownership 
interest in the corporation. 

18 Botany Worsted Mills v. United States, 278 U.S. 282, 292 (1929). 

19 Interstate Transit Lines v. Comm’r, 319 U.S. 590 (1943) (business that of subsidiary 
corporation) ; Bing v. Helvering, 76 F.2d-941 (C.C.A.2d 1935). 

20 Deputy v. Du Pont, 308 U.S. 488 (1940) ; Burnet v. Clark, 287 U.S. 410 (1932) (also 
officer) ; Koppers United Co., P-H T.C. Mem. Dec. 943,235, aff'd per curiam, 141 F.2d 
1023 (C.C.A.3d 1944) (alternative). See also R. Balsom, P-H T.C. Mem. Dec. {144,368 ; 
Charles L. Ames, Exec., 14 B.T.A. 1067 (1929), aff'd, 49 F.2d 853 (C.C.A.8th 1931) ; 
Walter E. Kramer, 27 B.T.A. 1043 (1933), petition to review dismissed, 80 F.2d 1014 
(C.C.A.7th 1935) ; G.C.M. 670, 1926 Cum. Butt. 115 (also officer). 

21 See cases involving officers in note 20 supra; also A. Augustus Low, P-H T.C. 
Mem. Dec. 144,277, aff’d, 154 F.2d 261 (C.C.A.2d 1946) ; I.T. 2447, 1929-1 Cum. Butt. 
70; cf. Holmes Ives, 5 B.T.A. 934 (1926) (held expense to be non-deductible personal 
expense rather than expense of corporation). 

22 The time at which the taxpayer’s right to the deduction is determined is when the 
obligation was incurred (rather than paid). Waters F. Burrows, 38 B.T.A. 236 (1938) ; 
Ezra Winters, P-H T.C. Mem. Dec. {[42,671. But cf. Ames v. Comm’r, 49 F.2d 853 
(C.C.A.8th 1931). When the facts giving rise to the justification for the expenditure 
occurred rather than when the legal obligation was incurred: Flood v. United States, 
133 F.2d 173 (C.C.A.1st 1943). This question differs from the issue concerning the year 
in which the deduction may properly be taken. The time when the deduction may be taken 
is determined by when the obligation was incurred in the case of an accrual basis tax- 
payer even though the services were rendered in prior years. Lucas v. Ox Fibre Brush Co., 
281 U.S. 115 (1930). 

In Jefferson Gas Coal Co. v. Comm’r, 52 F.2d 120 (C.C.A.3d 1931), it was held that 
the cost of workmen’s compensation was an ordinary expense even for employees working 
on capital improvements, on the theory that the expenditure added nothing to capital. 
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the requirement of necessity is merely that the expenditure be “appro- 
priate and helpful” ** or “beneficial.” ** In fact, where the taxpayer makes 
the payment in an arm’s length deal with third parties, the courts are 
loath to believe that the Bureau is a better watchdog of the taxpayer’s 
expenditures than he is on his own behalf. In this situation, therefore, 
the courts readily agree that an expense was necessary.” More difficult to 
extract is a holding that an expenditure is “ordinary.” It is not a formula- 
tion of the rule which escapes us : an expenditure is “ordinary” if its being 
incurred was the response to be expected under the circumstances under 
which it was incurred.** And it need not be the taxpayer’s ordinary re- 
sponse, for the event may be unique in his experience ; it is the community’s 
response:to which reference is had.” Application of the principle may 
often defy us, of course. “The standard set up by the statute . . . is 
. a way of life. Life in all its fullness must supply the answer to the 
riddle.” ** One proposition, important for our purpose, may be stated 
now ; it is neither necessary nor sufficient that the taxpayer incur a binding 
obligation to make the expenditure in issue at the time the consideration 
for it is received, for the expense to be either “necessary” or “ordinary.” *° 
An element of public policy has always played some role in the deter- 
mination whether an expenditure was “ordinary.” Thus, deductions for 
commercial bribes have been disallowed without reference to their law- 


Quaere as to the continued vitality of this precedent and its application to social insurance 
benefits. If the capital improvement were made by an independent contractor, no part of 
the cost could be deducted as an ordinary and necessary expense. It is difficult to see 
why expenditures incurred in connection with capital improvements should become de- 
ductible sooner because the owner undertakes his own construction. 

23 Comm’r v. Heininger, 320 U.S. 467, 471 (1943) ; Blackmer vy. Comm’r, 70 F.2d 255, 
256 (C.C.A.2d 1934). 

24 See Deputy v. Du Pont, 308 U.S. 488, 497 (1940). But cf. Koppers United Co., P-H 
T.C. Mem. Dec. 943,235 at p. 43-750, aff'd per curiam, 141 F.2d 1023 (C.C.A.3d 1944). 

25 See Welch v. Helvering, 290 U.S. 111, 113 (1933); Deputy v. Du Pont, 308 U.S. 
488, 497 (1940) ; Bing v. Helvering, 76 F.2d 941, 942 (C.C.A.2d 1935). But cf. Herman 
Goedel, 39 B.T.A. 1, 12 (1939). Of course, where the taxpayer makes an expenditure for 
his own convenience, its necessity is fully open to question. Comm’r v. Motch, 180 F.2d 
859 (C.C.A.6th 1950) (the alternative ground of decision was disapproved, however, as 
conflicting with I.R.C. §48(d) in I.T. 4012, 18 U. S. L. Weex 2568, June 12, 1950). 

26 Comm’r v. Heininger, 320 U.S. 467, 471 (1943) ; see Bing v. Helvering, 76 F.2d 941, 
942 (C.C.A.2d 1935); Amtorg Trading Corp. v. Comm’r, 65 F.2d 583, 586 (C.C.A.2d 
1933) ; Herman Goedel, 39 B.T.A. 1, 12 (1939). 

27 See Deputy v. Du Pont, 308 U.S. 488, 495 (1940) ; Welch v. Helvering, 290 U.S. 111, 
114 (1933). 

28 See Welch v. Helvering, 290 U.S. 111, 115 (1933). 

29 Deduction permitted though obligation incurred long after consideration received: 
Lucas v. Ox Fibre Brush Co., 281 U.S. 115 (1930) ; Flood v. United States, 133 F.2d 173 
(C.C.A.1st 1943). Deduction not permitted though obligation incurred at commence- 
ment of transaction: Deputy v. Du Pont, 308 U.S. 488, 495 (1940). 
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fulness or to the fact that the bribes were paid to induce the employees 
to act as they were legally obligated to act.*° Similarly, deductions have 
been denied for penalties * imposed by law. It will be seen that public 
policy considerations have cropped up occasionally in determinations con- 
cerning the deductibility of “social benefits” expenditures. 

Application to Labor Relations. The Board of Tax Appeals, prede- 
cessor of the Tax Court, always was sufficiently astute in labor relations 
to realize that the coming of unions meant higher labor costs. Not only 
did it accept individual combat, and the incidental expense, as the response 
to be expected,*’ but it also recognized financial assistance by stronger to 
weaker employers as having a direct relation to the contributor’s busi- 
ness.** But the Board also was wise enough to recognize that sugar and 
honey might speak, at least as persuasively, if not as loudly, as the club. 

Welfare Benefits Other Than Pensions. All manner of welfare expen- 
ditures on behalf of employees have been permitted.** Dances and picnics 
along with facilities for worship have been purposes which have gained 
entry into the ordinary and necessary category. Schools and recreation 
facilities, life insurance, and vacation benefits, and a variety of medical 
assistance and sickness benefits have been among the permissible expen- 
ditures. The reasoning of the cases had become somewhat clouded, how- 
ever, because, in addition to their inquiry concerning the status of the 
expenditure in the light of the ordinary-and-necessary standard, the courts 
were also engaged prior to 1935 in the task of making sure that the ex- 
penditure was not charitable, no deduction for that purpose having been 
allowed to corporations prior to 1935. The formula whereby that dis- 
tinction was expressed consisted of permitting the deduction if the benefit 


80 Kelley-Dempsey & Co., 31 B.T.A. 351 (1934). 

81 In the case of the statutes designed to protect labor standards, expenditures incurred 
for violations have been held to be penalties only where payable to the Government for its 
own benefit. Davenshire, Inc., 12 T.C. 958 (1949) (child labor penalty under Walsh- 
Healey Act); the Cleveland Overall Co., P-H T.C. Mem. Dec. 949,141 (same). Held 
not to be penalty where payable to employee: I.T. 3412, 1940-2 Cum. Butx. 174 (back 
wages ordered paid by National Labor Relations Board) ; I.T. 3894, 1948-1 Cum. Butt. 
23 (payments made directly or through Government to employees under Walsh-Healey 
Act). 

82 Fritz B. Compen, 16 B.T.A. 543 (1929); Mrs. H. A. Allen, 7 B.T.A. 1256 (1927). 
See cases cited in note 33 infra. 

83 George M. Cohan, 11 B.T.A. 743, 747-748 (1928) ; Sam H. Harris, 11 B.T.A. 871, 
874 (1928). Union dues in so far as devoted to organization expenses (rather than health 
benefits, etc.) have also been allowed as deductions. Rufus K. Steele, P-H T.C. Mem. 
Dec. 948,155; I.T. 3634, 1944 Cum. But. 90; LT. 2866, 1935 Cum. Butt. 54; O.D. 450, 
1920 Cum. Butt. 105. Cf. Charles E Cashman, 9 T.C. 761 (1947) (may not deduct in 
obtaining adjusted gross income under I.R.C. §22(A)(1) so that it is included in the 
standard deduction granted by I.R.C. §400). 

34 For cases, see notes 37, 42-45 infra. 
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to be anticipated from the expenditure was “direct,” and denying it if the 
benefit was indirect.*° Of course, like so many other formulas, this one, 
too, expressed only the conclusion, shedding little light on the path by 
which it could be reached.*® 

Where the expenditure was made by the taxpayer itself for items, 
articles, or purposes which furthered the welfare of its employees, deducti- 
bility rode along a relatively smooth road.** The court did inquire at 
times into the proportion of employees benefited, when it suspected that 
the taxpayer was passing off the personal fancy of officers or stockholders 
as a welfare expenditure for employees. Company baseball teams appear 
to have fallen by the wayside on this score.** While it is true that only 
a small number of the employees may be the actual beneficiaries of some 
particular welfare expenditure, usually all or most of them participate in 
the sense that chance determines who shall require the assistance afforded 
by the expenditure, and those beneficiaries constitute a changing class. 
A baseball team is relatively static in composition. While these principles 
still appear to be valid today, perhaps a greater appreciation of the role 
which spectator activities play in city life might lead to a different appli- 
cation under some circumstances, as might the use of the team for adver- 
tising purposes. 

The personal nature of the disbursement underlies the suspicion cast 
upon expenditures calculated to benefit a closed class constituting a small 
part of the total number of employees. “Gifts made to a few individual 
employees are not expenditures for the benefit of all” was the reasoning 
of one court in denying the deductibility of an expenditure on behalf of 
key employees.** Certainly, expenses need not be incurred for all employees 
to be ordinary and necessary. The taxpayer who can connect an ex- 
penditure with a tangible return from a specific individual, may have his 


85 E.g., see Merchants Nat. Bank v. Comm’r, 90 F.2d 223 (C.C.A.5th 1937) (deny 
deduction), and Sugarland Industries, 15 B.T.A. 1285 (1929) (grant deduction). 

86 It is rare, of course, that a decision will avowedly acknowledge that it involved a 
choice among competing formulas, and that no reasons are given for the choice. For a 
case where this was done, see opinion of Rifkind, J. in Chase v. Rieve, 90 F. Supp. 184, 
187 (S.D.N.Y. 1950) where he stated: “When I say that plaintiffs have not established 
a clear right to the extraordinary relief demanded I am not really assigning a reason for 
my decision but using a horn-book formula to state my decision. The consideration which 
gives direction to my thinking and induces me to select those maxims which appear to 
support a denial of injunctive relief (when traditional maxims leading to the contrary are 
equally available) is largely a conception of public policy... .” 

87 H. H. Bowman, 16 B.T.A. 1157 (1929) (picnics) ; McCoy-Brandt Machinery Co., 
8 B.T.A. 909 (1927) (vacation traveling expenses) ; Popular Dry Goods Co., 6 B.T.A. 78 
(1927) (dances and picnics). 

88 Majestic Mfg. Co., 11 B.T.A. 37 (1928); National Yarn _ 10 B.T.A. 1102 
(1928) ; Climax Spinning Co.,-8 B.T.A. 970 (1927). 

89 Western Maryland Dairy Corp., 32 B.T.A. 769, 776 (1935). 
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deduction. But when he broadens his distribution to a picked class, chosen 
not as individuals from whom tangible results are expected in an amount 
to which the expenditure is scaled, but chosen in a more general fashion 
(substitute key employees, officers, etc.) with the amount of the expen- 
diture on behalf of each being determined by the individual (as in uniform, 
broadly drafted stock purchase plans) “° or by chance rather than by the 
tangible results which might reasonably be expected from each, then 
the deduction is denied. In the one case the expenditure may be justified 
as a “hard” business proposition while in the other it has the connotation 
of gift. The distribution to a relatively small class is a private matter ; 
it more closely resembles a personal expenditure. The distribution to a 
relatively large group from whom general benefits are expected escapes 
the invidiousness of the private gift, thereby permitting the expenditure 
to be justified as one for which general results are truly expected. 

The emphasis is the negative one of avoiding the personal-expenditure 
category rather than any affirmative one calling for a public distribution 
of funds. This aspect of the rationale becomes clear when we examine 
situations in which the taxpayer pays the funds over to another entity 
for expenditure rather than expending them itself. Funds may be given 
to churches, to schools, to hospitals, or to social welfare organizations.“ 
If the facility or benefit would not be available to the taxpayer’s employees 
were it not for the taxpayer’s contributions, and the taxpayer’s employees 
constitute the preponderant part of the persons using the facility ** or 


40It should not be understood that a stock purchase plan, open to all employees, in 
amounts chosen by them, would lead to a deduction for a corporate taxpayer. It could 
well be held that the plan was simply aimed at selling stock and not providing additional 
benefits to employees. No basis for a deduction could then exist. Or if the expenditure in 
connection with the stock purchase plan (or life insurance program) were held to be 
additional compensation, it might be deemed to raise the total compensation for certain 
individuals to an unreasonably high level. There is no requirement, however, that benefits 
bear any relation to amount of salary, except as it bears upon the issue whether the 
expenditure was intended as additional compensation. 

#1 If the facility would be available, even if less convenient, the deduction will be denied. 
E. M. Holt Plaid Mills, Inc., 9 B.T.A. 1360 (1928) (alternative) (contribution to three 
churches) ; Boucher-Cortright Coal Co., 7 B.T.A. 1 (1927) (contribution to church). 

42 Corning Glass Works v. Lucas, 37 F.2d 798 (App. D.C. 1929) (contribution to 
hospital in town two-thirds of whose population consisted of employees and their families) ; 
Missouri Pacific R.R. Co., 22 B.T.A. 267, 276, 289 (1931) (contribution to Y.M.C.A. 
branches at division points of railroad used almost exclusively by its employees) ; Indiana 
Harbor Belt R.R. Co., 16 B.T.A. 279 (1929) (made up deficit of Y.M.C.A. located in 
small town and used by its crews) ; Sugarland Industries, 15 B.T.A. 1265 (1929) (contri- 
bution to hospital in town all of whose industries, except utilities, owned by taxpayer) ; 
Kekaha Sugar Co., Ltd., 13 B.T.A. 690 (1928) (contribution to plantation church and to 
welfare organization doing work among its employees) ; Superior Pocahontas Coal Co., 
7 B.T.A. 380 (1927) (contribution to church of whose membership 75 to 90% were 
employees of taxpayer); Lihue Plantation Co., Ltd., 2 B.T.A. 740 (1925) (contribution 
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receiving the benefit,** or if special advantages are afforded the taxpayer’s 
employees because of the contribution,** the deduction will be allowed. 
One further step may be taken: the taxpayer may join with other tax- 
payers to pool benefits for the employees of all of them or to support 
an organization whose benefits are received almost entirely by the em- 
ployees of contributing employers.** In all of these cases the resulting 
gain to the taxpayer is said to be “direct.” The facility afforded will induce 
employees to remain in the taxpayer’s service, and avoid labor unrest, thus 
providing a stable labor supply.** Or the “welfare” expenditure may 


to plantation Y.M.C.A. attended almost entirely by employees and all employees attend) ; 
Holt Granite Mills Co., 1 B.T.A. 1246 (1925) (contribution for school building in which 
80 to 90% of students were children of employees) ; Poinsett Mills, 1 B.T.A. 6 (1924) 
(contribution to church in which 90% of attendance constituted by taxpayer’s employees 
and their families). 

43 Weil Clothing Co., 13 T.C. 873 (1949) (contribution to employees’ association to 
provide sick benefits) ; Union Pacific R.R. Co., 32 B.T.A. 383, 397-399 (1935), aff'd on 
other points, 86 F.2d 637 (C.C.A.2d 1936) (trust fund for hospitalization expenses of 
employees) ; Lemuel Scarbrough, 17 B.T.A. 317 (1929) (benefit fund for employees) ; 
Elm City Cotton Mills, 5 B.T.A. 309 (1926) (trust to provide burial benefit to employees 
and medical examinations for employees and families and other benefits to be agreed 
upon) ; Scarbrough v. United States, 8 F. Supp. 736 (Ct. Cl. 1934) (benefit fund for 
employees) ; Forbes Lithograph Mfg. Co. v. White, 42 F.2d 287 (D.Mass. 1930) (trust 
to provide benefits for employees in illness and emergencies). 

In the Forbes case, supra, the trustees had broad powers and made a contribution to 
the Y.M.C.A. which would not have been permissible as a direct gift. Yet the Court 
permitted the deduction of the taxpayer’s entire contribution to the trust, on the theory 
that a broader right exists when wholesale gifts pursuant to plan are made rather than 
a single individual gift. The proposition appears unsupportable and is contrary to Ameri- 
can Rolling Mills Co. v. Comm’r, 41 F.2d 314 (C.C.A.6th 1930), in which that part of a 
contribution to a fund which was used for non-permissible purposes was disallowed. 

44 Franklin Mills, 7 B.T.A. 1290 (1927) (contribution to hospital on understanding 
that employees get reduced rates). 

45 American Rolling Mills Co. v. Comm’r, 41 F.2d 314 (C.C.A.6th 1930) (contribution 
to fund set up by industries in town, share being allocated to each company; taxpayer 
employed half of town’s employees and contributed one-third of fund. Allowed portion 
for social, educational, and recreational facilities for employees but not portion for town 
government and contingencies. The Court stated at 315: “The question always is 
whether balancing the outlay against the benefits to be reasonably expected, the business 
interest of the taxpayer will be advanced. The answer must depend, among other things, 
upon the nature and size of the industry, its location, the number of its employees as 
compared to the entire community, the type of its employees, and what other employers 
similarly situated are doing.” ) ; Missouri Pacific R.R. Co., 22 B.T.A. 267, 276, 289 (1931) 
(contribution to St. Louis Y.M.C.A. used by employees of other railroads too) ; Terminal 
R.R. Ass’n of St. Louis, 17 B.T.A. 1135, 1155 (1929), modified on other points, 61 F.2d 
166 (C.C.A.8th 1932) (contribution to Y.M.C.A. branches in which identification with 
railroads is a qualification for membership). 

46 American Rolling Mill Co. v. Comm’r, 41 F.2d 314 (C.C.A.6th 1930) (apparently to 
be accomplished here by inducing purchase of homes; also talk of avoiding long and 
disastrous strikes which occurred elsewhere and improving productive efficiency. This 
is illustrated by passage at 315: “It is accepted as true in the industrial world that 
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induce employees to be content with wage rates below that paid elsewhere 
(the overall result being a lower net cost).** Or the expenditure may 
improve the health and hence the efficiency of the employees.** 

These results are distinguished from gains flowing from improvements 
in the community in which the taxpayer’s business is located, such gains 
being denominated “indirect.” This type of advantage is deemed so 
remote that a contribution to achieve it is regarded as charitable. Hence, 
deductions as ordinary and necessary expenses are denied for contribu- 
tions made to organizations which aid all the people of the community of 
whom the taxpayer’s employees and their families constitute but a rela- 
tively small part receiving no special advantage.*® It is thus clear that 
wide public benefit is not of assistance in having an expenditure brought 
within the scope of section 23(a). 

Pension and Other Deferred Payments. Payments to provide pensions 
for employees also have been held to be deductible under section 23(a).°° 


strikes and shifting labor conditions impair efficiency of production, and that contentment 
and well-being add to the skill and productivity of workmen. Acting upon that principle, 
the large industries of the country almost without exception have engaged in mutual 
interest work in one form or another with their employees, with the view of contributing 
to their comfort and pleasures, encouraging them to purchase homes, and giving them 
such interest in the community as to make them an asset of the business. Such work has 
been considered by the courts as a corporate function having a substantial relation to the 
progress and success of the industry.” Weil Clothing Co., 13 T.C. 873 (1949) (difficult to 
get new employees) ; Missouri Pacific R.R. Co., 22 B.T.A. 267, 276, 289 (1931) (kept 
employees satisfied) ; Terminal R.R. Ass’n of St. Louis, 17 B.T.A. 1135, 1155 (1929), 
modified on other points, 61 F.2d 166 (C.C.A.8th 1932) (kept employees out of saloons, 
and provided clean place to live and get good meals and reading matter) ; Indiana Harbor 
Belt R.R. Co., 16 B.T.A. 279 (1929) (kept employees at central place easily locatable, and 
provided restaurants, rooms, and amusements) ; Lihue Plantation Co., Ltd., 2 B.T.A. 740 
(1925) (supply diversion necessary to maintain stable morale and keep employees con- 
tented) ; Holt Granite Mills Co., 1 B.T.A. 1246 (1925) (educate future prospective em- 
ployees and prevent heavy labor turnover); Forbes Lithograph Mfg. Co. v. White, 
42 F.2d 287 (D.Mass 1930) (secure loyalty and good will of employees and better labor 
relations). 

47 Poinsett Mills, 1 B.T.A. 6, 8 (1924) (welfare work “was necessary to produce an 
attitude of contentment toward the company among its employees, to equalize the lesser 
wage scales established in the section in which the Company operated with a somewhat 
higher scale paid in other sections, and to reduce the volume of labor turnover.” Contri- 
bution was to repair and enlarge church building). 

48 Corning Glass Works v. Lucas, 37 F.2d 798 (App. D.C. 1929) (“a contribution 
having for its object the physical well-being of employees and their dependents would . . . 
be justified.”) ; Sugarland Industries, 15 B.T.A. 1265, 1269 (1929) (“If the interests 
of the employees are safeguarded, both the employer and the employee benefit.” ). See 
American Rolling Mill Co. v. Comm’r, supra note 46. 

49 Old Mission Portland Cement Co. vy. Helvering, 293 U.S. 289 (1934); Comm’r v. 
F. & R. Lazarus Co., 101 F.2d 728 (C.C.A.6th 1939), aff’d on other points, 308 U.S. 252 
(1939) ; Merchants Nat. Bank v. Comm’r, 90 F.2d 223 (C.C.A.5th 1937); E. M. Holt 
Plaid Mills, Inc., 9 B.T.A. 1360 (1928) (alternative). 

50 At present, payments must also meet the qualifications of section 23(p) to be 
deductible. These requirements are considered infra. 
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One explanation in support of the deduction is that it induces the employee 
to furnish faithful service and renders employment more attractive.™ 
Another argument is that the payment constitutes additional but still 
reasonable compensation for services. In this connection it should be 
recalled that payments made voluntarily and without obligation for past 
services are ordinary and necessary expenses provided the total compen- 
sation for the services is reasonable in amount.” 

It may be that provision for a pension to an employee or to lis de- 
pendents is made only when his retirement or death occurs. In that event 
it is usually justified as compensation for past services and must be reason- 
able in amount, taking past compensation into account. This is clearly 
the only justification for the deduction where the business has been dis- 
continued or sold.** However, salary continuance to the dependents or 
heirs of a deceased employee for a limited period after death gives rise 
under the regulations to a deduction without reference to the reasonable- 
ness of the compensation.** The courts do not appear to have considered 
the argument that the payment of a pension to an employee or his depen- 
dents is an ordinary and necessary expense because it makes the other 
employees more contented and efficient. Yet such an argument seems 
fairly supportable in fact. 

On all theories, of course, it is easier to justify an agreement to pay 
a pension made while the employee is still rendering services. The pay- 
ments made pursuant thereto, when the employee is retired or dead, are 
deductible." Moreover, the pension agreement may be funded by current 
payments to a trust.°’ Of course, here, too, deductibility may be denied 


51 Hibbard, Spencer, Bartlett & Co., 5 B.T.A. 464, 473 (1926) (the payment was “used 
to benefit and pension employees of the petitioner, thus making employment more attrac- 
tive and satisfactory to the employee and inducing him to give and compensating him for 
faithful service”) ; Live Stock Nat. Bank, 7 B.T.A. 413 (1927). 

52 Lucas v. Ox Fibre Brush Co., 281 U.S. 115 (1930). 

53 Deduction granted: American Factors v. Kanne, 76 F. Supp. 133 (D.C. Hawaii 1948) 
(widows and children of deceased employees) ; cf. General Smelting Co., 4 T.C. 313 
(1944) (employee retired but rendering some services; amount of pension found to be 
reasonable for past and present services) ; Mobile Bar Pilots Ass’n, 35 B.T.A. 12 (1936), 
rev'd on other points, 97 F.2d 695 (C.C.A.5th 1938) (same). Deduction denied: Mobile 
Bar Pilots Ass’n, supra (pension to widows; no showing that payment was reasonable 
compensation for past service, or an ordinary and necessary expense). McLaughlin 
Gormley King Co., 11 T.C. 569 (1948) (same). 

54 Flood v. United States, 133 F.2d 173 (C.C.A.lst 1943). 

55 Reg. 111, Sec. 29.23(a)-93. This limited period has been held to be at least two 
years in I.T. 3329, 1939-1 Cum. Butt. 153, but the payments during the second year 
were less than the salary would have been. Payment beyond that period must be justified 
as reasonable compensation. McLaughlin Gormley King Co., 11 T.C. 569 (1948). 

56 Seavey & Flarsheim Brokerage Co., 41 B.T.A. 198 (1940) (payable only from profit 
but cumulative) ; C. Wildermann Co., 8 B.T.A. 771 (1927). 

57 Alvin G. Hall, 7 T.C. 1220 (1946) ; Forcum James Co., 7 T.C. 1195 (1946) ; Wade E. 
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on the ground that the payment increases the total compensation of the 
employee to an unreasonably high level,®* or if made to a stockholder, or 
to a member of the family owning the corporate stock, that it is a 
dividend.” 

A corporation may decide to give its employees additional compensation 
by making its stock available for purchase in installments at a price below 
its fair market value. If it does so, the cost to the taxpayer may be de- 
ducted under section 23(a) if the total compensation is reasonable.*° Of 
course, if the taxpayer merely offers stock for sale to employees in un- 
limited amount without anything being said about its being compensation, 
it will be treated as the usual sale of stock and no deduction will be avail- 
able even if the value exceeds the sales price. 

Similarly, bonuses may be paid to employees as additional compensa- 
tion with delivery postponed to some future date to which complete vesting 
is postponed. And that vesting may be conditioned upon continued em- 
ployment with the taxpayer.® 


Moore, 7 T.C. 1250 (1946); Gisholt Machine Co., 4 T.C. 699 (1945); Elgin National 
Watch Co., 17 B.T.A. 339 (1929) ; Live Stock Nat. Bank, 7 B.T.A. 413 (1927) ; Hibbard, 
Spencer, Bartlett & Co., 5 B.T.A. 464 (1926). 

58 Draper & Co., 5 T.C. 822 (1945). 

5® Snyder & Berman, 41 B.T.A. 1180 (1940), aff'd, 116 F.2d 165 (C.C.A4th 1940) 
(purport to pay disability pension to member of family owning all stock; held to be 
family obligation). 

60 Alger-Sullivan Lumber Co. v. Comm’r, 57 F.2d 3 (C.C.A.5th 1932) (given to em- 
ployee five years after purchase regardless.of payments made; if due prior thereto, estate 
may complete purchase; if leaves employ prior thereto, gets accrued dividends plus in- 
terest); Texas Pipe Line Co., 32 B.T.A. 125 (1935) (purchase vests when paid up and 
three years elapse; if dies or disabled, employee or estate may complete purchase; if leaves 
employ, gets contributions plus interest) ; W. M. Ritter Lumber Co., 30 B.T.A. 231 (1934) 
(purchase vests when price paid; if employee dies before that, estate may purchase; if 
leaves employ, gets number of shares fully paid by totai amount paid); Package 
Machinery Co., 28 B.T.A. 980 (1933) (given to employees at once) ; Haskell & Barker 
Car Co., 9 B.T.A. 1087 (1928) (may complete purchase even if employment terminates). 

61 Gardner Governor Co., 27 B.T.A. 1171 (1933). In Reg. 111, Sec. 29.22(a)-1 the 
Treasury takes the position that any property transferred to an employee by his employer 
for an amount less than its fair market value, results in income to the employee even if the 
transfer is in the form of a sale or exchange. This appears to go far beyond what 
the authorities support, for there must at least be some fixed relationship between the 
services rendered or to be rendered and the difference between the price paid for the 
property by the employee and its fair market value, before that difference may be treated 
as compensation. Norman G. Nicolson, 13 T.C. 690 (1949); cf. Delbert B. Geeseman, 
38 B.T.A. 258 (1938). However, the Bureau, consistently with its position, recognizes 
the deductibility as compensation of such differences below market value. I.T. 3795, 1946-1 
Cum. Butt. 15. 

62 Oxford Institute, 33 B.T.A. 1136 (1936) (ten year trust. Clerk’s bonus forfeitable 
only if leaves employ not in good standing. Salesman forfeits if leaves employ voluntarily. 
Ambiguous remark made that no forfeitures due to discharge). Cf. Lincoln Electric Co., 
6 T.C. 37 (1946), rev'd, 162 F.2d 379 (C.C.A.6th 1947). 
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Effect of Recoverability of Payments. The preceding sections have 
discussed issues relating to whether an expenditure is for a permissible 
purpose under section 23(a). In analyzing the deductibility problem, 
however, care must be taken to make certain that an expense is involved 
at all. There are occasions when the presence of various types of recap- 
ture clauses makes that doubtful. 

It is clear that where funds are disbursed pursuant to an agreement 
providing for their repayment, the disbursement is considered to be a loan 
and not an expense. The same result flows from the payment where 
there is an expectation and high probability of repayment but no agree- 
ment to that effect exists. 

The requirement of an annual accounting for tax purposes also plays a 
role in the problem. Merely because an accrual basis taxpayer will, on the 
basis of presently occurring events, incur an expense in the future does 
not justify a present tax deduction, where the exact time in the future 
and the cost are in doubt and the occurrence is only probable rather than 
certain. Nor does the creation of a reserve affect the deductibility of 
a future expenditure. It has been held in an early case that where a 
reserve, the balance of which was returnable at the taxpayer’s option upon 
providing other security, was deposited wth the state, a deduction was 
available for all payments to that reserve. Subsequent cases have, how- 
ever, overruled that holding sub silentio.® 

Additional complexities arise when trust funds are considered. Two 
early cases involved the taxpayer’s right to recapture the payments. In 


68 Glendinning McLeish & Co., 24 B.T.A. 518 (1931) ; Henry F. Cochrane, 23 B.T.A. 
202 (1931) ; H. R. MacMillan, 14 B.T.A. 1367 (1929) ; Gielck Condensed Buttermilk Co., 
7 B.T.A. 79 (1927). 

64 Charles E. Albright, 16 B.T.A. 1228 (1929). 

85 See Gordon, Who May Take Allowable Depreciation, in PRocEEDINGS OF SEVENTH 
AnnuAL New York University INsTITUTE ON FEDERAL TAxaTIon 89, 99 (1949). 

86 Pension and insurance reserve: Caxton Printers, Ltd., 27 B.T.A. 1110 (1933). 
Depreciation by lessee without investment who must replace building in future: Ohio- 
Clover Leaf Dairy Co., 13 B.T.A. 1320 (1928) ; William J. Ostheimer, 1 B.T.A. 18 (1924). 
For anticipated unemployment insurance benefits payable in future: I.T,. 3650, 1944 
Cum. Butt. 91. 

67 First State Bank of Brackettville, 9 B.T.A. 975 (1927). 

88 Spring Canyon Coal Co., 13 B.T.A. 189 (1928), aff'd, 43 F.2d 78 (C.C.A.10th 1930), 
cert. denied, 284 U.S. 654 (1931) (reserve required by order of state administrative agency 
but deposited with private fund). In I.T. 2866, 1935 Cum. Butt. 54, no deduction was 
allowed for unemployment insurance reserves deposited with the State of Wisconsin where 
the fund was recoverable by the taxpayer, except to the extent of charges against the 
reserve, upon removing from the state and upon elimination of statutory coverage. Actual 
charges to the reserve could be deducted. After a change in the statute barring recovery 
to those accepting the amendments, the latter were granted deductions for payments to the 
state. I.T. 3005, 1936 Cum. Buty. 134. Where a payment to a state unemployment in- 
surance fund reserve reduces future payments, it is also deductible. I.T. 3650, 1944 Cum. 
Butt. 91. 
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Elm City Cotton Miils,” the taxpayer reserved the right to terminate a 
plan to provide burial and medical benefits if the administration were 
unsatisfactory and to recover the balance of the payment. It was con- 
templated there that only the income would be used, although the trustees 
had a right to invade the corpus. In Hibbard, Spencer, Bartlett & Co.,”° 
the taxpayer controlled five of the seven trustees to whom the taxpayer 
and its employees made contributions to furnish pensions. The taxpayer 
itself reserved the right to terminate the trust, whereupon the employees 
at most would receive their contributions plus interest at three per cent. 
Both decisions upheld the taxpayers’ rights to deductions under section 
23(a), and they were followed by the courts down through 1930." 

The following year the Board of Tax Appeals stated in a dictum that 
irrevocable payments to a pension trust were deductible, and strangely 
enough, it cited the Hibbard case as authority."* Despite the perhaps delib- 
erate error as to what the precedents held, the trend was reversed. In 
Wilcox Investment Co.,"* the dictum matured into a holding. There the 
taxpayer in 1934 purchased annuity policies for employees whose rights 
vested in 1945. Prior to that date the taxpayer could turn in the policy 
for its cash surrender value (which after 1940 would equal or exceed the 
premiums paid) and would receive any death benefits (which after 1938 
would equal or exceed the premiums paid). Deductions for the premiums 
paid from 1938 to 1940 were denied on the ground that the payments were 
within the control of the taxpayer during those years. At present, section 
166 of the Code provides that income from any part of the corpus of a 
trust is taxable to the grantor if that part may be revested in the grantor 
by the act of any person not having a substantial adverse interest in that 
part of the corpus or of income derived from it."* Section 167 expresses 
a similar policy with respect to applying the income of a trust. Certainly, 
these statutory provisions fairly imply that no deduction shall be allowed 
for payments to the corpus of a trust, the income from which is taxable 
to the grantor. 

It does not follow, of course, from either the cases or from sections 
166 and 167 that the payment must be absolutely irrevocable. In the case 


695 B.T.A. 309 (1926). 

705 B.T.A. 464 (1926). 

71 Elgin National Watch Co., 17 B.T.A. 339 (1929) ; Forbes Lithograph Mfg. Co. v. 
White, 42 F.2d 287 (D.Mass. 1930). 

72 Merrill Trust Co., 21 B.T.A. 1409 (1931). Also cited were Elgin National Watch Co., 
17 B.T.A. 339 (1929), which followed the Hibbard case and Lemuel Scarbrough, 17 
B.T.A. 317 (1929), which involved an irrevocable trust. 

78 3 T.C. 458 (1944). 

74 This was applied to a pension trust in Flood v. United States, 133 F.2d 173 (C.C.A. 
lst 1943), and in Moir v. United States, 49 F. Supp. 331 (Ct. Cl. 1943). 
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of pension trusts, prior to the 1942 amendments to section 165, it had 
been held that payments by an employer were deductible even though the 
employees’ rights were forfeitable due to discharge for cause or voluntary 
resignation.”° The justification is that the contingency upon which the 
funds may be revested is not within the taxpayer’s control. In these cases, 
of course, the employee, who did control the contingency, had a substantial 
adverse interest. A further step was taken in Surface Combustion Corp.,”® 
where the payment to a welfare fund was revocable if the Commissioner 
would not qualify the trust under section 165. A deduction was granted on 
the theory that the condition was within the control of the Commissioner. 
The plan and trust were found to be proper in other respects, however. 
Should a clear deficiency in the taxpayer’s right to a deduction appear in 
a plan revocable upon failure to obtain a favorable ruling, it is doubtful 
that the Surface Combustion holding would apply. 

In Commissioner v. The Hub™ the taxpayer purchased five per cent 
of the stock of a charitable corporation which disbursed its capital funds. 
The capital was being collected in installments, and it is clear from the 
opinion that the corporation was operating in a substantial manner, but 
the extent of its disbursements is not stated in the opinion. The corpora- 
tion had the power to dissolve, whereupon the taxpayer would recover 
its share of the assets, if any. Yet the Court held that this slight possibility 
of a recovery would not bar a deduction of the purchase price of the 
shares. The test here differs, of course, from the substantial adverse 
interest test, and, in substitution, requires an evaluation of the likelihood 
that any sums would be recovered if the taxpayer exercised its power to 
effect revocation. 

Indefiniteness of Trust Benefits. Even where there is no possibility 
that any of the funds will revert to the taxpayer, a deduction for a pay- 
ment to a trust fund may be denied. The determinative standards here 
flow from the annual accounting requirement for tax purposes. Where 
the trust exists to provide welfare benefits for employees, the taxpayer 
might easily defeat the annual accounting requirement if he were per- 
mitted to pay large sums into a trust for disbursement during future 
years. Obviously, the issue is a far more subtle one than that of revoca- 
bility of the payment. Among the factors to be considered are the extent 
of the taxpayer’s control over the administration of the trust fund, the 
regularity with which payments have been made over the years, the relative 
size of the payroll, the definiteness of the benefits provided and the exis- 


7 Phillips H. Lord, 1 T.C. 286 (1942) (forfeiture only upon discharge for cause) ; 
Oxford Institute, 33 B.T.A. 1136 (1936). 

769 T.C. 631 (1947), aff’d, 181 F.2d 444 (C.C.A.6th 1950). 

7768 F.2d 349 (C.C.A.4th 1934). 
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tence of a power to modify the benefits, and the extent of employee partici- 
pation. Consideration must also be given to the power of the trustees to 
invest in the taxpayer’s securities for, together with other factors, that 
power may indicate that one purpose of the trust was to have the Treasury 
provide resources to the taxpayer to the extent of the tax benefit derived 
from a deduction of the payment. 

Where the taxpayer controls the administration of the trust by virtue 
of the appointment of company officers and attorneys to a majority of the 
positions on the board of trustees or of its power to remove trustees, and 
the trustees have the power to determine which employees should receive 
which and how much of a designated class of benefits, a deduction under 
section 23(a) for payments to the trust has been denied.” 

In Weil Clothing Co.” the deduction was granted where the factors 
were largely favorable to the taxpayer. The contribution was made to an 
employees’ association over which the company had no control. Small 
contributions had been made regularly, and while the one in question was 
much larger it was only 6% per cent of payroll and was justified by the 
employees’ length of service and the increasing difficulty of obtaining 
replacements. All employees were eligible for association membership but 
benefits were currently determinable by the association, there being no 
regular benefits. 

A case sufficiently on the borderline to cause the Tax Court to decide 
adversely to the taxpayer, only to be reversed by the Sixth Circuit, was 
presented in the Lincoln Electric Co. case.*° A single premium group 
annuity, covering all employees between the ages of 15 and 60, having 
over one year’s service, was purchased. Rights became vested only upon 
the employee’s reaching the age of 60, the prior termination of his employ- 
ment as a result of disability, or whenever the size of his annuity reached 
the amount of his annual salary or $3,500, whichever was less. While 
the company was under no obligation to purchase additional annuities in 
succeeding years, it had done so for each of the four years preceding 
the two tax years. There could be no recapture by the company of any 
payment, amounts available from the forfeitures being used to acquire 
additional annuities. Employees were not informed of the amount of the 
annuities acquired for them. 

The Tax Court held that the payments could not constitute “compen- 


78 Roberts Filter Mfg. Co., 174 F.2d 79 (C.C.A.3d 1949), affirming 10 T.C. 26 (1948) ; 
Robertson v. Steele’s Mills, 172 F.2d 817 (C.C.A.4th 1949), cert. denied, 338 U.S. 848 
(1949) ; South Texas Comm’! Nat. Bank of Houston, 7 T.C. 764 (1946), aff’d, 162 F.2d 
462 (C.C.A.5th 1947), cert. denied, 332 U.S. 772 (1947). 

7913 T.C. 873 (1949). 

806 T.C. 37 (1946), rev'd, 162 F.2d 379 (C.C.A.6th 1947). 
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sation” under section 23(a) because they were too illusory. It went on 
to add that having been paid for services, the funds disbursed were de- 
ductible only as compensation and could not otherwise qualify as an 
ordinary and necessary expense. This part of the reasoning appears to 
be nothing better than an archaic appendage of the law of pleading. Not 
the slightest reason appears why expenditures to attract labor and to 
induce efficient service should not be deductible as an ordinary and 
necessary expense even if they do not constitute compensation. In fact, 
a great part of the usual welfare expenses fall into that category. But 
the Tax Court werit on to add other reasons which compelled it to hold 
that the expenses were not ordinary and necessary. First, it suggested 
that the amount was excessive and that the expenditure was being made 
because, if deductible, the Treasury would, in reality, pay almost all of it. 
Second, it held that the expenses were not necessary (though it undoubt- 
edly meant that they were not ordinary) because they were in the nature 
of capital outlays to retain good will. The Court would have been on much 
stronger ground in barring the deduction for that year had it relied upon 
the indefiniteness of the ultimate takers of the annuities and upon the 
lack of notification to the employees of the existence of the benefits, thus 
allowing the taxpayer to gain from a future shift in beneficiaries as a 
result of the normal turnover or discharge of employees. But the Court 
did not do so. 

The taxpayer also created a profit-sharing trust, terminable in ten years, 
in which each employee received an interest in that part of the trust deter- 
mined by the proportion which his pay bore to the total compensation paid 
during the year the trust was created. No part of the funds could be 
invested in the taxpayer’s securities. The taxpayer had the right to 
determine the form of the benefit, and the president testified that if the 
employee were still employed when the trust terminated, his share would 
be used to purchase annuities for him. If the employee were dead, the 
taxpayer could choose among his widow, children or administrator in 
making the payment. The Tax Court treated the trust benefits together 
with the annuities, although the two plans were not similar as to the 
possibility of shifting benefits. 

The Sixth Circuit reversed as to both the annuities and the trust. These 
payments, the Court pointed out, were not isolated but had been preceded 
by similar payments and employee benefits over a long period of years. 
Short shrift was given the capital expenditure argument with the obser- 
vation that the expenditures were made, not to develop good will but to 
maintain existing relations. Finally, reasoned the Court, the expenditures 
were an ordinary resporise to the problems raised by the development of 
industrial unions, collective bargaining and the predominance of group 
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loyalties, and the danger of labor strife. All of which missed the issue, 
which was whether the benefits were so subject to change as to beneficiary 
and form that the payment should not be deemed to be an expense in 
the year it was made, but in some future year when the benefits might 
become more definite. While the decision appears correct as to the trust 
fund (where no really substantial shifting was possible), the correctness 
of the result is not so clear with respect to the annuity. Heavy lay-offs 
were anticipated, and consideration should have been given to the age dis- 
tribution of the employees, their annual wages, and the size of the annuity 
which each received, before determining whether excessive shifts in 
benefits were possible in future years.™ 

Current Welfare Funds (Excluding Pensions). Union, tripartite and 
impartially administered welfare funds provide an innumerable array of 
benefits.** Severance pay, unemployment assistance, and pooled vacations 
may be found along with life and dismemberment insurance and medical 
benefits. The latter category itself encompasses a great variety of assis- 
tance. Among them are payment of all or a part of the income lost through 
illness or accident, and of the expenses incurred in regaining health, such 
as those for hospitalization, medicines, laboratory tests, medical, surgical, 
and dental care. Preventive medical care is also playing an increasing role 
in the operation of welfare funds. 

In determining whether the expenditure for a single type of assistance 
constitutes an ordinary and necessary expense, the answer may not be 
had by polling the workers of the country and ascertaining whether a 
majority or some other proportion enjoys that particular benefit. Expenses 
incurred for most of the types mentioned above have been held to be 
deductible under section 23(a) at an early date when it was doubtful 








81In the years preceding 1942 when the number of employees was growing steadily, 
only 10 employees received vested rights as against 124 who experienced forfeitures. Com- 
pare Texas Pipe Line Co., 32 B.T.A. 125 (1935), where deductibility was granted for 
cost of stock purchase plan operated through a trust, where the shares allocated to an 
employee were forfeitable upon his leaving the taxpayer’s employ unless the shares were 
fully paid up and three years had elapsed since the allotment was made. If the employee 
died or were disabled, he or his estate could pay up the balance due and receive the stock. 
Upon a forfeiture, the employee received his payments with interest. Nothing could revert 
to the taxpayer. In Gisholt Machine Co., 4 T.C. 699 (1945) a deduction was granted 
where fixed benefits were payable at age 65 or upon prior death. If employment was 
terminated prior thereto, payment was discretionary. In the following cases, involving 
the same plans, a deduction was granted where the only occasion upon which forfeitures 
would occur was discharge for cause where a loss to the company had resulted. In 
neither the foregoing nor following cases would any funds revert to the company. Alvin G. 
Hall, 7 T.C. 1220 (1946) ; Forcum James Co., 7 T.C. 1195 (1946) ; Wade E. Moore, 7 
T.C. 1250 (1946). 

82 Typical collective bargaining provisions are collected and analyzed in Weiss and 
Brennon, Collective Bargaining Provisions, Employee Benefit Plans, Part I—Health, 
Welfare and Insurance Plans, Bureau oF Lazor Statistics (Prelim. Draft Mim. 1949). 
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whether the proportion of employees receiving those benefits from their 
employers constituted a sizeable fraction of one per cent of the employees 
in the country. “If the particular course adopted by the taxpayer is a 
response that a reasonable person would normally and naturally make 
under the specific circumstances, that would suffice.” ** 

In recent years, there has been a great growth in the recognition ac- 
corded not only to the close relationship between the health of workers 
and their individual efficiency, but also between general productive effi- 
ciency and absenteeism due to illness and injuries. Even more important 
and more recent has been the spread of intelligence relating to the intimate 
connection between employees’ morale and production and their feeling of 
security. Private plans have not been alone in undertaking and extending 
protection against various hazards, for governmental insurance has been 
broadening in coverage too. 

While it has never been required that the incurring of an expense be 
a sine qua non of carrying on a business in order that the expense be 
deductible under section 23(a), the fact that it achieves that degree of 
essentiality certainly strengthens the argument in favor of deduction, and 
the fact is that in all of the types of funds being considered here, the 
expenditure is made upon the demand of a union representing all or some 
category of the taxpayer’s employees. With the strike threat enforcing the 
demand, provision for the welfare fund is necessary in the broadest con- 
notation of the word, and is certainly “ordinary” in the sense that it is 
the response to be expected under the circumstances. Employers, more- 
over, are legally required to bargain with unions which are exclusive 
bargaining agents for an appropriate unit of their employees with respect 
to welfare and pension demands. While not compelled by law to grant 
any concessions, still they must bargain in good faith and endeavor to 
reach an agreement.** 


83 Hill v. Comm’r, 181 F.2d 906, 908 (C.C.A.4th 1950) (“Even if a statistical study 
actually revealed that a majority of Virginia teachers adopted the examination on the 
selected books, in order to renew their certificates, rather than the method of acquiring 
college credits, our conclusion here would be the same. Manifestly, the added expense of 
attending a summer school, in the light of the slender salaries paid to teachers, would 
deter many teachers from such a course, however strong might be their predilections in 
favor of such a procedure. We note that the statistical requirement does not seem to have 
been enforced in the cases subsequently cited in this opinion—cases, we think, far less 
meritorious than the one before us.”). 

84 See note 5 supra. The following rulings approve the deduction under section 23(a) 
of employer contributions to funds: I.T. 3738, 1945 Cum. But. 90 (sick benefits, medical 
care, vacations, group insurance) ; letter, dated in 1944, by Norman D. Cann, Deputy 
Commissioner, to Joseph M. Jacobs (initials: IT: P: T:2, MMS-3) (accident, dismem- 
berment, death, sickness, medical, surgical, and hospital benefits) ; letter, dated May 19, 
1950, by C. W. Stowe, Acting Deputy Commissioner, to Poletti, Diamond, Freidin & 
Mackay (initials: IT: P: TR, RFW-3) (same). 
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The right to deduct welfare expenditures may be stated in even broader 
terms. In order to attract labor, it is essential—and it is the ordinary 
procedure—to do things that are expected to please prospective employees. 
These “things” include paying an acceptable sum as wages, furnishing 
attractive working surroundings, and a variety of welfare benefits. The 
details of the aggregate attraction offered may vary from one employer 
to another, but it is the aggregate that bears weight and not the detail. 
It is largely for this reason that whether the affording of any one benefit, 
such as sickness insurance, is the ordinary response to be expected, ‘can- 
not be determined by ascertaining what percentage of employers furnish 
that benefit or what percentage of employees receive it. It is only the 
total picture of working conditions that carries significance. 

The outer boundary to which the granting of concessions may be carried 
does not appear to be closer than conflict with some public policy. Before 
that point is reached there must be a payment by the employer which is un- 
lawful or strongly counter to some public policy * though it need not be 
one for the making of which a penalty is imposed. These cases must be 
distinguished from unlawful acts which result in added costs, such as 
liquidated damages for having failed to pay overtime under the Fair Labor 
Standards Act. Such added costs arising from the unlawful acts are de- 
ductible under section 23(a) because (1) they are deemed to be compen- 
satory payments; ** (2) the law requires the payment; and (3) public 
policy is not defeated by the deduction. Interference with public policy 
by a deduction is deemed to occur only where the payment is imposed, 
not to compensate the injured party but to penalize the violator. How- 
ever, where the law, far from requiring a payment, prohibits it, then it 
can scarcely be recognized by a court, except under compelling circum- 
stances, that the response to be expected from a given situation is a viola- 
tion of the law. 

Of the publicized funds, the Music Performance Trust created by the 
phonograph and electrical transcription manufacturers presents facets 
which are not dulled by a commonplace appearance. The occupation of 
the instrumental musician bade fair to become a relic of yesteryear as the 
musician’s efforts were captured by mechanical devices capable of repeat- 
ing one performance many thousandfold all over the nation.*’ Only a 
handful of performers would have the opportunity to earn a livelihood in 
that profession if the trend continued, and the slim chance of achieving 
any kind of economic security in the field would result in potential talent 


85 See note 30 supra. 

86 See note 31 supra. 

87 See Hearings before House Committee on Education and Labor on Restrictive Union 
Practices of the American Federation of Musicians, 80th Cong., 2d Sess. 404-415. 
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turning to other avenues of advancement. Technological improvement 
gave promise of sealing its own doom by drying up its sources of talent. 
Faced with these unusual prospects, the union representing the performers 
insisted, not that technological improvements be eliminated, but that 
manufacturers do something to provide employment opportunities. 

In September, 1943 a welfare fund was created by contributions on the 
sale of phonograph records and on the income from electrical transcrip- 
tions. The fund, operated by the American Federation of Musicians, 
provided free concerts and other musical performances throughout the 
country where the people would not otherwise have had “live” music.** 
Not only did the performances provide employment, but, it was hoped 
they would educate the public to desire live music. 

Section 302 of the Labor Management Relations Act prevented a 
renewal of the contract providing for the payments to the union because 
the funds were disbursed to provide benefits to persons who were not 
employees of the contributing manufacturers. That was true whether the 
beneficiaries be considered those who heard the music or those who per- 
formed. Employees of the manufacturers were, of course, the top per- 
formers in the field who did not need and would not accept employment 
from the fund. While unemployment was not a prerequisite to employ- 
ment by the fund, still the performances were given, not only in the few 
large recording centers, but throughout the country where juke boxes, 
wired music services, and disc jockey programs broadcast by radio were 
destroying the economic opportunity for live music performances. 

To permit the work of the fund to continue, the manufacturers, in 
accordance with an obligation incurred pursuant to a collective agreement 
with the union, established at the close of 1948 the Music Performance 
Trust whose operations followed the general pattern of its predecessor.® 

It is true that the expenditure was not for the direct benefit of the 
taxpayers’ employees, who received neither cash nor any other benefits 
purchased by the fund. Nevertheless, the contributions were made upon 
the demand of the employees through their exclusive bargaining agent. 
Without having granted that demand, the taxpayers would have been 
unable to employ musicians in this country in sufficient number to carry on 
their business. Even if the contributions were entirely charitable, there 
is ample precedent for permitting their deduction as an ordinary and 
necessary expense. For example, before corporations were permitted to 


deduct any charitable contributions as such, they were permitted to deduct 


88 Jd. at 416-418. 

89 Application by recording companies to Commissioner of Internal Revenue for a 
ruling, pp. 3-6 (Mim. Nov. 23, 1948). 

90 Td. at 2, 4. 
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them when made upon the demand of a customer whose purchases justi- 
fied the size of the contribution." If a taxpayer may make a contribution 


in order to obtain sales, he should be entitled equally to do so to obtain a 


supply of essential labor, and the Bureau has so ruled.” 

Welfare benefits may raise many complex problems. Generally, agree- 
ment is first reached on cost, and studies may be required to determine 
' what specific benefits may be granted and how they may be administered. 
If the parties are anxious to seal their bargain and eliminate the war of 


nerves which frequently is the by-product of collective bargaining nego- . 


tiations, they may sign a contract requiring the contributions but leaving 
for future negotiations the provisions specifying the detailed benefits to be 
provided. If a tax year may close before the further agreement is finally 
negotiated, the employer may protect his deduction under section 23(a) 
by insisting upon a clause assuring that the contributions shall not inure to 
the benefit of the employer, and that the benefits to be agreed upon shall 
be such as to qualify the contributions for a deduction under section 23(a). 
If the collective bargaining contract so provides, an accrual basis taxpayer 
may deduct contributions which accrued during the tax year, and a cash 
basis taxpayer may deduct contributions paid even though no agreement 
on benefits was reached during the tax year.** 

The obligation to contribute to the welfare fund is generally contained 
in a collective agreement or is incorporated in one by reference. That 
agreement will have either a definite termination date, or will permit 
termination upon the occurrence of stated events. Absent any provision 
to the contrary, termination of the contract will merely permit the em- 
ployer to cease making contributions to the fund after bargaining with the 
union concerning the cessation and after reaching an impasse on that issue. 
If there is no contractual provision governing that event, the trust fund 
will continue operating until its funds are exhausted.** That eventuality 
in no way affects the prior deductions available to the employer for his 
contributions. 


91 Fairmount Creamery Corp. v. Helvering, 89 F.2d 810 (App. D.C. 1937) ; Old Mission 
P. Cement Co. v. Comm’r, 69 F.2d 676 (C.C.A.9th 1934) ; A. L. Killian Co., 44 B.T.A. 
169 (1941), aff'd om other points, 128 F.2d 433 (C.C.A.8th 1942); cf. Singer Sewing 
Machine Co., 5 T.C. 851 (1945), aff'd per curiam, 158 F.2d 982 (C.C.A.3d 1947). 

®2 Letter ruling, dated Dec. 10, 1948, from E. I. McLarney, Deputy Commissioner, to 
Adolphus W. D. Gronningsater (initials: IT: P: TR, RFW-3). 

*3 Letter ruling, dated Dec. 21, 1949, by George J. Schoeneman, Commissioner, to Weil, 
Gotshal & Manges (initials: IT: P: TR, RFW-3), and request for ruling, dated Dec. 13, 
1949, 

4 Examples of such trust funds may be found in Lemuel Scarbrough, 17 B.T.A. 317 
(1929) ; Scarbrough v. United States, 8 F. Supp. 736 (Ct. Cl. 1934) (same); Missouri 
Pacific R.R. Co., 32 B.T.A. 383, 397-9 (1935), aff'd on other points, 86 F.2d 637 (C.C.A. 
2d 1936). 
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There may be a contractual provision requiring distribution in accord- 
ance with law. If the trust is a charitable one under state law, as most of 
them are, the assets of the trust will not be “distributed” under that pro- 
vision but will be expended for the purpose of the trust, or if that is not 
possible, the assets will be applied to a similar purpose by an appropriate 
court under the cy pres doctrine. Again, the deductions available to the 
employer for his contributions are unaffected. 

Many of the collective agreements protect the employer’s deduction by 
expressly applying the rules stated in the two preceding paragraphs,”* or 
even more precisely by providing that the employer shall not be entitled to 
the return of any part of any contribution. A provision commonly found 
is that the employer shall have no right, title, interest, or claim, legal or 
equitable, to the employer’s contributions or to moneys or property of the 
fund.” 

Some agreements provide that upon termination of the agreement or 
upon abandonment of the plan, any unused funds shall revert to the 
employer. These provisions raise serious questions.** If the employer has 
an option to terminate the trust without the concurrent action of a person 
having a substantial adverse interest, it would seem that he should be en- 
titled to a deduction, not when he made his contribution to the fund, but 
when and to the exent that the fund expended the contribution. Of course, 
if the reversion would occur only upon abandonment by the union, the 
substantial adverse interest is present. 

It may be possible, however, even where the employer may act alone to 
apply the Hub doctrine, i.e., where the possibility of recovering any part 
of the contribution is remote, the deduction may still be had. Here an 
inquiry into the operation of the fund would be necessary. If the prac- 
tice were to purchase insurance immediately upon receipt of the funds, 
the possibility of recovery would indeed appear remote. However, should 
the practice be to maintain cash reserves, the Hub doctrine clearly would 
not apply. If the contract provides for a reversion upon the expiration 
of the agreement, the inquiry would relate to the expenditures during the 


®5 Scorr on Trusts §§399-400. 

96 A contract providing for continuation of benefits and that no refund to the employer 
should’ be made was interpreted in Del Veccio v. Hood, 24 L.R.R.M. 2323 (N.J. Sup. Ct. 
App. Div. 1949). 

®7 A ruling approving a deduction for employer contributions to such a fund appears 
in I.T. 3738, 1945 Cum. Butt. 90. A similar ruling on a union administered fund, which 
also barred any employer rights in the administration of the fund, appears in letter, 
dated in 1944, by Norman D. Cann, Deputy Commissioner, to Joseph M. Jacobs (initials: 
IT: P: T:2, MMS-3). This involved the Upholsterers Union of North America Fund, the 
details of which appear in the record of Upholsterers Union v. Leathercraft Co., 82 F. Supp. 
570 (E.D.Pa. 1949). 

%8 See notes 72 to 77 supra, and accompanying text. 
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term of the agreement and the likelihood of any sums remaining upon 
the expiration. 

Frequently, the welfare fund will provide its assistance by purchasing 
insurance from which dividends may be received if the loss history is 
favorable. Clearly, the employer’s deduction is unaffected by the pos- 
sibility or even probability of the existence of a dividend if it is paid to 
the fund,*”* or if the contract compels its use to reduce employees’ contri- 
butions where they contribute to the fund or to acquire additional insur- 
ance. Even where the employer is entitled to the dividend, however, it 
would appear that the dividend constitutes income when accrued or re- 
ceived and does not affect the deduction for the contribution. This con- 
clusion is supported by the consideration that the payment of the dividend 
depends upon events beyond the employer’s control. 

Certain complications may be injected into the tax picture as a result of 
the operation of the rules of labor law. These revolve about four fact 
situations : first, the provision for a welfare fund may be contained in a 
collective agreement with an employer-dominated union; second, the 
welfare fund may provide benefits only for union members; third, the 
contract providing for the welfare fund may also contain an unlawful 
union shop clause; and fourth, the welfare fund may not comply with 
the requirements of section 302 of the Labor Management Relations Act 
and may not be exempt from the requirements. 

The execution and enforcement of a collective agreement with an 
employer-dominated union is an unfair labor practice, of course, under 
the National Labor Relations Act.**” After an employer is found to have 
violated the Act, the NLRB may issue “an order requiring [him] to 
cease and desist from such unfair labor practice, and to take such affirma- 
tive action . . . as will effectuate the policies of the Act.” ** In so far as 
the order “to cease and desist’’ requires termination of further payments 
to the welfare fund,’”’ no tax problem exists, unless, of course, the em- 
ployer thereafter continues to make the payments. Absent a stay of the 
order or eventual reversal of the disestablishment portion of the order, 
the payment would be unlawful even though no provision for punishment 
exists prior to the issuance of an enforcement order by a court of appeals. 


®° Letter ruling, dated May 19, 1950, by C. W. Stowe, Acting Deputy Commissioner, 
to Poletti, Diamond, Freidin & Mackay (initials: IT: P: TR, RFW-3). This ruling also 
involved the Upholsterers International Union Fund. See note 97 supra. 

100 National Labor Relations Act, Sec. 8(a), 29 U.S.C.A. §158(a) (2) (Supp. 1950). 

101 National Labor Relations Act, Sec. 10(c), 29 U.S.C.A. §160(c) (Supp. 1950). 

102 Once the NLRB directs the termination of a contract with a dominated union, the 
employees lose all rights under that contract. Cardenas vy. Wilson & Co., 180 F.2d 828 
(C.C.A.10th 1950). The Board apparently will not except welfare activities from a 
disestablishment order. Kresge Dept. Store, 80 N.L.R.B. 329 (1948). 
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It should follow that such unlawful payment may not be deducted under 
section 23(a). A more difficult question would arise if the Board were 
to require any sums to be returned to the employer. That eventuality is 
unlikely because it is doubtful whether any substantial cash reserves would 
exist, and, of course, the Board is not concerned with protecting the 
employer by reimbursing him. Since the issuance of a reimbursement 
order would be discretionary with the Board, the possibility of recapture 
of the funds would be controlled by a governmental agency. Under the 
Surface Combustion case, the deductibility of the contribution should be 
unaffected by that contingency. 

Had the welfare fund been operated under a contributory plan, the 
Board would want to protect the employees from exactions assented to 
only by a company-dominated union. However, since the employees had 
obtained the benefits from the fund, it is unlikely that the Board would 
direct the employer to reimburse the employees for their contributions.*®* 
Should it do so, however, the expense of reimbursement would be deduct- 
ible since the payment would be one required by law, and it would be 
considered to be compensation to the employees rather than a penalty 
upon the employer.** 

Under the National Labor Relations Act it is “an unfair labor practice 
for an employer . . . by discrimination in regard to . . . any term or 
condition of employment to encourage or discourage membership in any 
labor organization.” *°* Is it unlawful for a collective agreement to limit 
welfare benefits to union members? While a number of cases have upheld 
the legality of such clauses,’ it has been held, in one poorly reasoned 
opinion, to constitute an unlawful discrimination.*”’ 

The NLRA does authorize conditioning employment upon union mem- 
bership where a union shop is authorized.** Since the greater should 
include the lesser, it would appear that the benefits of a welfare fund 
may be restricted to union members where a union shop is authorized. 
But the argument in favor of legality is much broader. At most, an 


108 Kresge Dept. Store, 77 N.L.R.B. 212 (1948). Enforce order directing employer to 
repay checked off dues: National Labor Relations Board v. Spiewak, 179 F.2d 695 
(C.C.A.3d 1950). 

104 See note 31 supra. 

105 National Labor Relations Act, Sec. 8(a) (3), 29 U.S.C.A. §158(a) (3) (Supp. 1950). 

106 Upholsterers Union v. Leathercraft Co., 82 F. Supp. 570 (E.D.Pa. 1949) ; Van Horn 
vy. Lewis, 79 F. Supp. 541 (D.C. 1948). 

107 Pennello v. International Union, 88 F. Supp. 935 (D.C. 1950). In addition to 
violating section 8(a) (3), it was also held to violate section 8(a) (2), which prohibits 
dominating or contributing support to a union. How paying benefits to members consti- 
tutes support to the union is difficult to see, but the answer in the text with respect to 
section 8(a) (3) would also apply here. 

108 See note 105 supra. 
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employer is forbidden to discriminate; a collective agreement is not. 
If the contract requires that union members be accorded certain rights, 
it may be that an employer may be required to grant the same rights to 
non-union members.**’ But as long as the contract does not require dis- 
crimination, it cannot be said to be unlawful. Where an employer does 
engage in unlawful discrimination by the payments which he makes, it 
would appear that they should not be deductible since it is the very act 
of payment which would be unlawful. 

If the welfare fund provision is contained in a contract containing an 
unlawful union shop clause,”° the entire contract may -be rendered 
unenforcible in the absence of a severance clause.*** However, there do 
not appear to be any tax consequences arising from this fact. Payments 
need not be compulsory by law in order to be deductible, and the union’s 
economic strength may render the payments ‘“‘necessary” whether or not 
the contract is legally enforcible. The payments to the welfare fund do 
not, of course, become unlawful merely because provision therefor is 
contained in an unenforcible agreement. 

If the welfare fund is subject to the requirements of section 302 of the 
Labor-Management Relations Act and fails to.comply, the payments 
made by the employer are unlawful and hence non-deductible under 
section 23(a) of the Code. In practice, however, the danger of a loss 
of deductibility due to this cause is slight. Where there is any doubt 
concerning the legality of the payment, the employer should require 
submission of the issue to the grievance machinery and arbitration pro- 
visions of the collective agreement, or, if the contract makes no such 


109 Tt may be argued that discrimination still exists since the union members’ benefits 
are compulsory whereas the non-union members’ are not. However, if the employer must 
award the benefits to non-union members to avoid a violation of law, those benefits are 
just as compulsory. 

It has been argued that a union breaches its duty as exclusive bargaining agent when 
it obtains more favorable conditions for union members than for non-union members, 
under the doctrine of Steele v. L. & N. R. Co., 323 U.S. 192, 203 (1944). Sen. Rep. 
No. 986 (Part 3), 80th Cong., 2d Sess. 94 (1948). That case goes no further, however, 
than to bar discriminatory conditions against persons who are barred from union member- 
ship. The holding of the case is as follows: “This does not mean that the statutory 
representative of a craft is barred from making contracts which may have unfavorable 
effects on some of the members of the craft represented. . . . Without attempting to mark 
the allowable limits of differences in the terms of contracts based on differences of con- 
ditions to which they apply, it is enough for present purposes to say that the statutory 
power to represent a craft and to make contracts as to wages, hours and working condi- 
tions does not include the authority to make among members of the craft discriminations 
not based on such relevant differences. Here the discriminations based on race alone are 
obviously irrelevant and invidious.” 

110 Lewis v. Jackson & Squire, Inc., 86 F. Supp. 354 (W.D.Ark. 1949), application 
dismissed on stipulation, 181 F.2d 1011 (C.C.A.8th 1950). 

111 Cf, Paterson v. Internationai Paper Makers, 23 L.R.R.M. 25 (E.D.Pa. 1949). 
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provision, an action for a declaratory judgment should be commenced. 
An award or judgment in favor of the union will automatically render 
any payments pursuant thereto lawful under section 302. 

Pension Plans.“* Before expenditures arising from provisions for 
retirement benefits may be deducted, not only must the requirements of 
section 23(a) be satisfied, but also those of section 23(p).%* Some 
difficulty in applying the framework of the latter section may be ex- 
perienced since one of the purposes of its draftsmen was to eliminate 
abuses arising from voluntary plans. When applied to a collectively bar- 
gained plan, many of its provisions become unnecessary, while the basic 
goals of others must be more clearly formulated if they are to operate 
satisfactorily. 

Only paragraphs A, D and E of section 23(p)(1) will be considered 
in this section which deals with pension trusts. Cash basis taxpayers may, 
of course, obtain deductions only in the year in which the payment is 
made. Even accrual basis taxpayers, however, may obtain deductions for 
accrued expenses only if payment is actually made not later than 60 days 
following the close of the year of accrual.*** If the benefits accorded the 
employees are non-forfeitable from the time the payments were made, 
the added requirements of section 23(p) will be satisfied.° The simplest 
example is one in which pensions are paid currently as they fall due, 
without having been funded or insured. Non-forfeitability, moreover, 
does not require an absence of all conditions precedent, for the employee 
may be required to survive a designated period to receive benefits even 
though the payments had previously been funded. But other conditions, 
such as continued employment, would render the pension a forfeitable 
one.*** In that event the trust, during the year of the contribution, must 
satisfy the requirements of section 165 if a deduction is ever to be had 
by the employer for his contributions," and the payments may not 
exceed those specified in section 23(p)(1)(A), although excess contri- 
butions may be carried forward. 





112 Other types of deferred compensation such as profit-sharing, bonus, and stock pur- 
chase plans rarely are required by collective agreements and will not be covered in this 
paper. 

1137. R.C. §23(p); Reg. 111, Sec. 29.23(p)-1; Times Pub. Co., 13 T.C. 329 (1949) ; 
Saalfield Pub. Co., 11 T.C. 756 (1948). 

114 T.R.C. §23(p) (1) (E). 

115 T.R.C. §23(p) (1) (D). 

116 Reg. 111, Sec. 29.165-7. 

117 Tf the benefits are forfeitable, then there must be compliance with I.R.C, §§165(a) 
and 23(p) (1) (A) when the contribution is made, or the deductions will be lost forever. 
Sen. Rep. No. 1631, 77th Cong., 2d Sess. (1942), 1942-2 Cum. Bure. 504, 609; Reg. 111, 
Sec. 29.23(p)-11. 








32 TAX LAW REVIEW [ Vol. 6: 


Unless the bargaining unit represented by the union which has negoti- 
ated the pension plan encompasses substantially all of the employees of an 
employer, it is unlikely that the trust will comply with section 165(a) (3) 
(A) which would automatically fulfill the coverage requirement. Under 
that provision the plan must benefit 70 per cent of all the employees or 
80 per cent of the eligible ones, in which case not less than 70 per cent 
of the employees must be eligible. In each instance certain categories may 
be eliminated in making the computations: (1) those employed less than 
some minimum period specified in the plan, which period may not exceed 
five years; (2) those whose customary period of employment does not 
exceed 20 hours per week; and (3) those whose customary period of 
employment does not exceed five months per year. In determining 
whether these requirements have been met, all of the employer’s pension 
plans are treated as a unit, but if such other plans exist, additional prob- 
lems are raised which will be discussed below. 

Even where the number of employees benefited is relatively too small 
to effect automatic compliance with the coverage requirement, all that 
need be shown is that the plan relating to the bargaining unit (or those 
benefited, if every one in the unit is not covered) will not discriminate in 
favor of employees who are officers, shareholders, supervisors, or highly 
compensated employees."** Certainly, if a bona fide union is involved, 
there is little likelihood of the plan’s discriminating in favor of the first 
three categories. Some doubt exists, however, as to what is meant by a 
“highly compensated employee.” Literally it would appear to mean an 
employee whose compensation, considered absolutely, is high. Of course, 
even here comparisons are involved because what is a high compensa- 
tion, considered absolutely, depends on the distribution of compensation 
for services throughout the country. But it is only this broad comparison 
which is involved, and not a comparison with other employees of the tax- 
payer. If the latter were intended, a more appropriate phrase would have 
been “higher paid employees” or “more highly compensated employees.” 

While the Treasury has never expressly taken a position on the issue, 
there is a passage in the regulations which suggests that a comparison 
among the taxpayer’s employees is required.’** Nothing in the legislative 
history supports that view, and the purpose underlying the anti-discrimi- 


1187. R.C. §165(a) (3) (B). 

119 Reg. 111, Sec. 29.165-3 (“Thus, a reclassification of employees under any plan 
which results in relatively or proportionately greater benefits for employees earning above 
any specified salary amount or rate than for those below such salary amount or rate may 
be found to be discriminatory. . . .”). See also PS No. 8, which speaks of “substantial 
discrimination in favor of the more highly compensated employees.” The insertion of the 
word “more” clearly changes the sense of the statutory language by employing a com- 
parison among the taxpayer’s employees. 
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nation provision negatives it. The abuse at which that provision was 
directed was the use of pension trusts as devices whereby persons with 
large incomes, subject to heavy surtaxes, would be able to defer part 
of their income to later years when their income and the applicable tax 
rates would fall. It was not intended to assure that a person receiving an 
aiunual income of $1,500 would not fare proportionately better than a 
person receiving $1,200 per annum. It should be stated that in all of the 
published rulings in which the Bureau has found discrimination in favor 
of highly compensated employees, the group involved did receive a large 
compensation, not only relatively but also absolutely.*° Moreover, as 
long as the Bureau adheres to its practice of concerning itself with dis-° 
crimination problems only where the highly compensated employees 
receive benefits of over $1,500 per annum, the issue may be academic in 
most cases.*** 

If a comparison among the taxpayer’s employees were required, it is 
not difficult to see what problems would be encountered. It is not unusual 
for one employer to be dealing with ten to twenty unions, each repre- 
senting a different bargaining unit. If none of the organized employees 
received a large compensation absolutely, the employer could negotiate 
with each union and reach an agreement based upon all the relevant con- 
siderations normally present in collective bargaining. However, if the 
benefits for the higher paid employees may not be proportionately greater 
than those for lower paid employees, it would be to the advantage of the 
employer to drive his bargain with the union representing the lowest paid 
employees, thus creating a ceiling for all other employees. In effect, all 
other unions would be denied the right to bargain with respect to that 
issue. From a labor relations viewpoint the result would be ludicrous, and 
for industrial peace it would be disastrous. The problem would be even 
more complicated if several of the unions maintained or sponsored a 
variety of industry-wide plans. 

In addition to raising the discrimination issue, such a demand would 
also raise an issue concerning the applicability and correctness of an alter- 
native holding in the Times Publishing Co. case.’** There the employer 
made two contributions, one of $10,000 in 1944, and the second of $2,500 
in 1945, to a contributory trust created by its employees and providing 
forfeitable benefits. These contributions were voluntary on the part of 
the employer, not ever having been made pursuant to any written agree- 
ment or plan. Payments were discontinued when the Bureau challenged 
the deductions. The Tax Court held that the payments were not deductible. 


120 PS No. 28; I.T. 3686, 1944 Cum. Butt. 326. 
121 See note 134 infra. 
122 13 T.C. 379 (1949). 
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It might well have relied upon the ground that no plan existed.’** Instead 
it stated, as an alternative ground of decision, that the payments were 
not guaranteed. However, even under a plan, contributions need not be 
guaranteed. What is true is that an arrangement is more substantial and 
the anticipation of payment is greater when intentions are committed to 
writing and the amount of the contemplated payment is fixed, than when 
ad hoc contributions of varying amounts, fixed currently, are made. 

The Court went on, however, to hold that the contribution must be made 
to a trust “formed by an employer.” *** There certainly is no basis in 
either the statute, the legislative history, the regulations, or the adminis- 
trative practice to support that reasoning. Section 165(a) to which the 
Court referred, speaks of a “trust forming part of a... plan of an 
employer.” Thus, the employer must participate in the making of the 
plan, but no reason appears why the plan may not be drawn about an 
existing trust formed by someone else if it otherwise satisfies the require- 
ments of law. And the Bureau has qualified trusts created by employers 
and serving unaffiliated corporations,’** and also trusts created by unions 
to which employers in an industry agree to contribute pursuant to a 
written plan.** The only problem which is raised by a trust serving the 
employees of more than one employer is that of assuring a proper alloca- 
tion of costs. If the age distribution and other relevant factors are the 
same among the employees of each employer, then a uniform contribution 
based on wages will constitute a proper allocation.*** However, if one 
employer has employees much younger or much older than the other 
employees, and contributions are made on an equal payroll basis, he will 
be contributing to the costs of other employers or receiving contributions, 
and some of the contributors may lose part of their deductions. Great 
difficulty may be raised here for an industry-wide, collectively bargained 


122a To qualify under section 165(a), the plan must be completely determined (i.e., the 
parties may not leave the details of the plan to future agreement or arbitration) (letter 
ruling, dated Dec. 20, 1949 to Milk Dealers Ass’n of Metropolitan New York, Inc., 
signed by E. I. McLarney, Deputy Commissioner), the plan must be permanent (Reg. 111, 
Sec. 29.165-1; cf. Lincoln Electric Co. Employees’ Profit Sharing Co., 14 T.C. 598 
(1950) ) and, even then, contributions for forfeitable benefits may not exceed the sum 
agreed upon in the plan if a deduction is to be had (Wooster Rubber Co., 14 T.C. No. 135 
(1950) ). 

128 “That section refers to a trust which has been formed by an employer as part of a 
stock bonus, pension or profit sharing plan inaugurated by the employer.” The Erie 
Times Employees Benefit and Pension Fund “was not inaugurated by petitioner but was 
set up by petitioner’s employees.” (333). 

124 PS No. 14; PS No. 51, Part A. 

125 Letter ruling, dated Mar. 5, 1947 to National Electrical Contractors Ass’n, signed 
by E. I. McLarney, Deputy Commissioner, 1947 P-H 76,126. 

126 PS No. 51, Part A. Whether the trust may be qualified must be determined with 
respect to each employer separately. PS No. 14. 
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plan since it is usual to provide that contributions shall be on a uniform, 
payroll basis, and it would be an extremely complex task to base contri- 
butions upon actuarial factors applying to each individual employer. 

If “highly compensated employees” refers to an absolute standard, it 
would be rare to find that the allocation of benefits in a collectively bar- 
gained pension plan would raise any discrimination issue. Conservatively 
stated, at current price levels, a highly compensated employee should earn 
$5,000 at the very least, and relatively few union members would fit 
within that category. 

Even if the statute were interpreted to forbid discrimination in favor 
of employees receiving a higher compensation, few problems would appear. 
Provisions for minimum and maximum benefits favor the lower paid 
employees, and hence are permissible *** under either interpretation. The 
usual method of integrating a collectively bargained pension plan with 
social security benefits, is to deduct the latter from the pension benefits 
so that no discrimination may arise from that source.’** It is customary 
to base benefits upon earnings during the entire period of employment or 
over some very substantial period, as the ten years preceding retirement. 
Where that procedure is followed, discrimination will also be absent. Since 
the compensation of employees represented by the same union are likely 
to experience a parallel movement, it is unlikely that discrimination will 
result even if benefits are based upon earnings during only one year, pro- 
vided that year is chosen with reference to the retirement date, i.e., it 
may be the year preceding retirement, or the fifth year preceding it, etc. If 
the year chosen is that upon which the employees became eligible to join 
the plan, that year being when the plan was set up or shortly after employ- 
ment commenced in the case of new employees, the more highly compen- 
sated employees who were employed at the inception of the plan will bene- 
fit wherever seniority tends to result in relatively higher earnings. Under 
these circumstances it will be necessary to increase benefits as an employee’s 
compensation is raised.’”° 

Many plans credit employees with all or part of the time they were 


127 Reg. 111, Sec. 29.165-4; 1.T. 3685, 1944 Cum. Butz. 324. 

128 For the authorities dealing with social security integration and prohibiting its result- 
ing in more highly paid employees receiving relatively greater benefits than lower paid 
employees, see Reg. 111, Sec. 29.165-3; I.T. 3613, 1943 Cum. Buti. 475; I.T. 3614, 1943 
Cum. Butt. 476; I.T. 3615, 1943 Cum. Butt. 477; Mim. 5539, 1943 Cum. Butt. 499; 
PS No. 5; PS No. 13. While the Bureau appears to treat narrow differentials as dis- 
criminatory, the legislative history supports the view that substantial differences are 
required before discrimination is present, one example of a non-discriminatory plan reveal- 
ing differences in benefits from employer contributions of 3 to 4 per cent. Sen. Rep. No. 
1631, 77th Cong., 2d Sess. (1942), 1942-2 Cum. Butt. 504, 607. 

129 Mim. 5677, 1944 Cum. Butt. 320. 
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unemployed as a result of disability, service in the armed forces, or lay-off. 
It is unlikely that disability would affect one compensation category more 
than another. The latter two items are more likely to affect lower paid 
employees so that the credit would operate in their favor. 

Deductions for the funding of past service credits may not be taken 

more rapidly than in equal amounts over the remaining service life of the 
employees, or 10 per cent per annum of the total past service credits as 
of the time they were included in the plan, whichever is greater.**° It may 
not be practicable, therefore, to fund the entire past service credit upon 
the signing of a collective agreement, where such credit is given and sub- 
stantial amounts exist, unless the employer previously had a voluntary © 
pension plan.*** In fact, collective agreements are generally of such 
short duration that it is unlikely that funding will be completed when the 
first agreement expires. It is the practice, however, to obligate the em- 
ployer to continue all pensions, payment of which is commenced during 
the life of the agreement.’** A problem would arise here only if the 
older employees, having sufficient service to be retired during the life 
of the agreement, were also the highly compensated employees, so that 
discrimination may be said to have resulted, or if an undue proportion of 
the credits funded were allocated to highly compensated employees.*** The 
likelihood that any problem will arise in actuality is minimized by the 
Sureau’s administrative practice, referred to above, of concerning itself 
with cases in which the benefits per employee exceed $1,500 per annum, 
for at the present time few collectively bargained pension plans provide 
larger benefits. 

A pension agreement may provide fixed benefits, the employer paying 
whatever cost may result. Or provision may be made for fixed contribu- 
tions, the employees receiving whatever benefits may thereby be afforded. 


180. R.C. §23(p) (1) (A); Saalfield Pub. Co., 11 T.C. 756 (1948). If the funding is 
more rapid, deductions for the excess amounts are not necessarily lost but only delayed. 
I.R.C. §23(p) (1) (A) (iv). If the deduction is to be taken in a subsequent year, the 
plan must continue to meet the legal requirements during the subsequent year. Reg. 111, 
Sec. 29.23(p)-9. In the event of a merger, the successor corporation may obtain the 
deduction, but if the assets are sold, the purchaser will not obtain it. PS No. 62. 

181 Payments up to 5 per cent of the employees’ compensation may be paid to fund 
current and past service credit, so that the funding may be accomplished at once only 
if the cost does not exceed this amount. I.R.C. §23(p) (1) (A) (i). 

1382 This may be the rule even where no express provision to that effect is present 
(unless it is expressly negatived). Cf. New York City Omnibus Corp. v. Quill, 189 Misc. 
892, 73 N.Y. Supp. 2d 289 (Sup. Ct. N.Y.Co. 1947), aff'd without opinion, 272 App. Div. 
1015, 74 N.Y. Supp. 2d 925 (1st Dept. 1947), aff'd without opinion, 297 N.Y. 832, 78 N.E. 
2d 859 (1948). 

133 PS No. 8. 

134 Mim. 5717, 1944 Cum. Butt. 321; PS No. 8; PS No. 50. 
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In some agreements both costs and benefits are fixed; and of these some 
make provisions for adjusting benefits if the actuarial computations do 
not tally with experience, while the others make no provision for that 
eventuality. The issue which these clauses raise concerns the requirement 
for qualified trusts that benefits be definitely determinable, which is inter- 
preted to mean that they be actuarially determinable.**° 

Where the benefits are fixed, and the costs flexible, compliance with the 
regulations is clear. However, where the costs are fixed and the benefits 
left flexible, inquiry must be had into the treatment of forfeitures. Sec- 
tion 29.165-1 of Regulations 111 states that funds arising from for- 
feitures must be used to reduce costs and may not be used to increase bene- 
fits if the latter are to be determinable. Actually, this provision appears 
to be inconsistent with section 29.23(p)—4 of the same regulations, which 
requires that the effect of withdrawals and other pertinent factors must be 
recognized in determining maximum funding rates. If the forfeiture 
factor is actuarially determinable for one section, it ought to be for an- 
other, since that issue is purely one of fact. And if it is actuarially deter- 
minable, then forfeitures may be allocated to provide benefits when con- 
tributions are fixed. In the recently negotiated plans, that has been done. 

The same is true where both costs and benefits are fixed, with the 
latter being subject to adjustment. There the issue which arises is how 
the adjustment should take place. Some plans provide for a reduction of 
pensions to a level which would render the fund actuarially sound. Others, 
however, close the pension lists to further beneficiaries once the available 
funds become inadequate. Are the benefits actuarially determinable in 
such a case? It would appear that they are, even though some employees 
will receive pensions of a fixed amount whereas others will receive nothing. 
Once the factors of death, withdrawal, age distribution, and service are 
known and analyzed, an actuary could determine just how many pensions 
may be granted from given contributions and the retirement eligibility 
date, after which the lists would be closed. As long as no discrimination 
in favor of highly compensated employees occurred, the cut-off device 
would appear to be permissible for a qualified trust. 

Where costs and benefits are fixed, but no provision is made for ad- 
justments, the fund may become insolvent or may build up a surplus. 
Under section 23(p)(1)(A)(i) of the Code, the Commissioner may 
review contributions at intervals of five years or more, and disallow 
amounts in excess of those required to fund current and past service 
credits. In fact, however, the collective agreements normally expire at 
even smaller intervals and the parties may be “pas to adjust either 
costs or benefits in the renewed agreement. 


185 Reg. 111, Sec. 29.165-1. 
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In pension plans adopted by the steel companies, a clause frequently 
found provided that a pension could be discontinued if management, in 
its opinion, found the pension to be undeserving for any reason. This 
has been carried over into some of the collectively bargained agreements. 
It would certainly appear, however, that such a provision would prevent 
benefits from being definite since no actuary could determine the chances 
of a pension’s being withdrawn, the reasons which would justify such 
action in management’s opinion being too indefinite a standard. 

Apparently to save administrative expenses, some plans provide that 
employees may not sue the employer, the trust, or the trustee even for 
benefits under the plan. The question arises whether that does not give the 
trust such discretion in carrying out the benefit provisions as to render 
them indefinite. One of the factors to which the Bureau has always looked 
in determining whether a proper trust had been set up, was whether the 
beneficiaries could enforce the trust.*** It may be argued that the union 
as exclusive bargaining agent of the employees will be safeguarding their 
rights, and that when the union designates all or some of the trustees, that 
should suffice. However, the union has certain interests in the trust’s 
continuity and overall success, and in the part the trust plays in collective 
bargaining generally, which may be at variance with the rights of certain 
of its members under the agreement, leading it to sacrifice those rights. 
It therefore appears desirable that benefits be held to be indefinite where 
an employee is denied the right to enforce his claim to the benefits accorded 
him under the agreement. 

Greater difficulty is encountered in determining whether benefits are 
rendered indefinite by the contribution formula. Where benefits are 
geared to length of service, and special provision is made for past service 
credits where they are granted, the benefits are also geared to contribu- 
tions, and the actuarial soundness of the plan may be determined. Is that 
true, however, in plans which make no special provision for funding past 
service credits, but merely call for payment of current pensions from cur- 
rent contributions **" or fund currently granted pensions from current cor- 
tributions, so that no necessary relation exists between benefits and contri- 
butions? And if that relation does not exist, are benefits definite where they 
are subject to reduction, or where further pensions may be refused, when 
funds become inadequate? Clearly, the receipts of the fund depend upon 
current employment, when they are based upon payrolls or hours worked, 


186 F.g., I.T. 3436, 1940-2 Cum. Butt. 148. 

187 To the extent that current contributions are used for current benefits, it may be 
that the employees’ rights are non-forfeitable and a deduction under section 23(p) avail- 
able. It should be noted, however, that the computation of contributions are based on the 
employment of one group of emplcyees while the benefits go to another group. 
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as they are in most collectively bargained plans. Unless it can be said that 
a fairly accurate prediction of employment can be made over the life of 
the agreement, it would seem that the amounts of receipts are indefinite, 
and so too the benefits. It would be safer to provide that the contribution 
based on payroll or hours worked be used only for pensions based on 
credits established since the commencement of contributions, and that a 
lump-sum payment or special payroll contribution not greater than a 
specified aggregate sum be required to fund the past service credits. 

It is true that benefits are deemed to be definite where they are fixed in 
the plan even though the employer is free to discontinue his contributions 
at any time, but in that case the discontinuance merely terminates credit 
for further service. Credits earned for prior service will result in benefits 
when the employee is eligible for retirement under the plan. In the situa- 
tion discussed in the preceding paragraph, benefits for earned credits may 
be reduced or eliminated although contributions continue to be made and 
the plan continues in operation pursuant to its provisions, and, for that 
reason, may be deemed to be indefinite. 

Since collective agreements are typically of relatively short duration, 
the issue arises as to the consequences of an employer’s refusal to renew 
the pension benefits or of his insistence that they be reduced. The regula- 
tions provide that in order to constitute a plan, the arrangement must 
have a degree of permanency, and that discontinuance of a plan within a 
few years of its formation, in the absence of business necessity, will be 
evidence that the plan was not bona fide from its inception, thus effecting 
a disallowance of prior deductions on returns still open unless rebutted.*** 
Among the causes accepted by the Bureau as constituting an adequate 
“business necessity” are bankruptcy, insolvency, or other financial ina- 
bility to pay, discontinuance of the business, a change of ownership in 
an arm’s length deal, or a substantial change in stock ownership and in 
management."*® It should be noted, however, that inability to pay does 
not permit the granting of pensions during a period of temporary pros- 
perity when taxes may be higher, only to discontinue them when normal 
conditions return.**° 

Discontinuance of a plan after a short period of operation is, however, 
only evidence that the plan was not bona fide, and may be rebutted.** 
It is possible to conceive of many circumstances which would warrant 
discontinuance. The inception of the plan may have been predicated upon 


138 Reg. 111, Sec. 29.165-1; PS No. 56. 

189 Letter ruling to National Electrical Contractors Ass’n, signed by E. I. McLarney, 
Deputy Commissioner, 19 L.R.R.M. 124 (1947); PS No. 52. 

140 PS No. 52; PS No. 7. 

141 Blume Knitwear Co., 9 T.C. 1179 (1947). 
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a certain level of labor costs which would be exceeded by wage increases 
granted simultaneously with the termination of the plan.*** Or the pen- 
sions may be replaced by other benefits, demanded by the union, which 
raise costs. 

Most collectively bargained plans provide that upon discontinuance all 
funds held by the trust shall be paid to the employee-beneficiaries. This 
goes beyond statutory requirements, which permit the employer to recover 
sums remaining in the trust as a result of the departure of experience from 
the actuarial predictions. All liabilities of the trust, including the con- 
tingent ones to employees whose rights have not yet vested, must first be 
satisfied however.’** Nevertheless, the customary clause is the safer 
one because a trust will not be qualified if, at the time an employer is free 
to terminate, it may be possible for him to recover substantial sums arising 
from forfeitures after the satisfaction of all liabilities.*** Of course the 
forfeiture factor should have been taken into account in determining 
contributions and benefits, but it is always possible for experience to de- 
part from predictions, since the causes which operate to create a repeti- 
tion of results are not so strong in the case of this factor as with others. 

Those provisions arising from labor laws which were discussed above 
with respect to welfare funds generally, operate with equal force in con- 
nection with pension funds.*** However, where a collective agreement is 
executed providing for employer contributions to be paid immediately into 
escrow for subsequent use under a pension plan to be negotiated at a later 
date, no deduction may be obtained until the plan is negotiated **° and a 
valid trust created.*** 

Deductions Available to Employees. Where welfare funds are con- 
tributory, i.e., employee-beneficiaries are required to contribute, it is 
necessary to determine when the contributions may be deducted as ordinary 
and necessary expenses by the employee. In an early ruling relating to 
a welfare fund providing unemployment benefits to which employers con- 
tributed as well as those employees who desired to obtain benefits, the 
Bureau took the position that employees’ contributions were includible 
in their income. The ruling went on to imply that the contributions were 
not deductible since it stated that amounts received by any employee in 
excess of his contributions were taxable to him as income.’ 


141a Mim. 6136, 1947-1 Cum. Buty. 58. 

1427. R.C. §165(a) (2); Reg. 111, Sec. 29.165-2. 

143 PS No. 22. 

144 See text accompanying notes 100 to 111 supra. 

145 Letter ruling, dated Dec. 20, 1949, to Milk Dealers Ass’n of Metropolitan New 
York, Inc., signed by E. I. McLarney, Deputy Commissioner. 

146 See note 145 supra; PS No. 55. 

1477. T. 1918, 1924 Cum. But. 121. 
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Subsequently, however, the Bureau ruled that union dues allocated to 
providing unemployment benefits were deductible as an ordinary and 
necessary expense, but not that portion used to provide sickness, accident, 
and death benefits, which were classed as personal expenditures.*** The 
rationale appears to be to extend the personal expenditure category as 
far as that may be done, and only if the expenditure will not fit within that 
category may the expense be classified as falling under section 23(a). 
Even if that reasoning were accepted as the premise, the result is not 
logical except in the case of death benefits. There clearly the expenditure 
does not serve to maintain the taxpayer’s income. But sickness and acci- 
dent benefits do serve that purpose as surely as do unemployment benefits. 
The Bureau reasoned that the dues allocated to the former were in the 
nature of insurance premiums; yet, so are the dues allocated to unemploy- 
ment benefits. Moreover, what is there in the nature of an insurance 
premium which bars it from constituting an ordinary and necessary ex- 
pense if the requisite purpose is present? If the sickness and accident 
benefits were to cover the medical expenditures, they would then have 
no relation to earnings. However, they should be deductible as medical 
expenses to the extent permitted by section 23(x). Yet the Bureau has 
ruled against that theory on the reasoning that the benefits are designed 
to replace income and not to reimburse for medical expenses.*** It cannot 
be correct as to both. 

What may influence the Bureau is that the sickness and accident bene- 
fits may be held to be insurance proceeds for sickness and accident, and 
hence not taxable under section 22(b) (5). While it is easy to see why the 
Bureau would more readily grant a deduction for contributions when the 
benefits are taxable, that consideration is irrelevant in principle to the 
issue of deductibility. 

In the case of pension funds it is almost universally true that even 
where forfeitures occur, an employee at least receives back his own con- 
tributions. Hence, there can be no deduction, since he has not irrevocably 
parted with the sums. Where a forfeiture of contributions is possible, it 
is still only a contingency, and no deduction would be obtainable unless 
the contingency occurred. Once the contingency occurred, however, it 
would appear in principle that a deduction should be available, though it 
is doubtful that the Bureau would agree. 

Where a welfare fund to which employees contribute provides several 
benefits for the cost of some of which the employee would be entitled to a 


148 T.T, 2866, 1935 Cum. Butt. 54. For another ruling denying deductions for contribu- 
tions to obtain sickness and accident benefits, see I.T. 1265, 1922 Cum. Butt. 193. 
149 Cf, I.T. 3970, 49-5 CCH 6,204; I.T. 3967, 49-5 CCH 6,191. 
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deduction, the agreement may provide that the employees’ contributions 
are to be used to acquire those benefits with respect to which a deduction 
is available.**° 


TAXABILITY OF THE TRUST 


Section 165(a) exempts from income taxation trusts which comply 
with its requirements. The problems arising in qualifying trusts under 
that provision have already been discussed in connection with the de- 
ductibility of employer contributions to the trust. The primary concern 
of this section is with welfare funds other than those furnishing deferred 
income. Exemption for these may be had by virtue of section 101(1) 
which applies to labor organizations, section 101(6) which applies to 
charitable and educational funds, and section 101(16) which applies to 
voluntary employees’ beneficiary associations. 

Where the union operates the welfare fund, the contributions being 
made to the union, the fund is part of the union’s assets and comes within 
the exemption for labor organization.** To say that the fund is a trust 
does not mean that it does not belong to the union, but only describes the 
union’s rights and duties with respect to those assets. In addition, the 
exemption for union-operated funds would find support in those cases 
holding that where a union conducted one of the usual activities of a 
labor organization through a separate organization, paying its expenses, 
the corporation was within the union’s exemption, on the reasoning that 
since the union was free to engage in the activity itself it could do so 
through a separate corporation.*” 

Even if tripartite trusts might otherwise be drawn within the scope of 
a section 101(1) exemption, the fact that these trusts were set up precisely 
because payment to the union was unlawful, should result in a denial of 
an exemption under that section. Clearly, the rationale for broadening 
the exemption to encompass separate entities,** viz., that the union could 
have carried on the activity itself, is inapplicable. 

If the benefits are administered by means of a voluntary employees’ 
beneficiary association, again the exemption is readily available. Only 
three prerequisites exist: (1) the association must provide benefits to its 


150 Cf, PS No. 32. 

151 Cf. letter ruling, dated Feb. 14, 1947, to the American Federation of Musicians, 
signed by Victor H. Self, Deputy Commissioner (initials: EMT:RR: 3-SAH) (relat- 
ing to exemption from Federal Insurance Contributions Act and Federal Unemployment 
Tax Act; ruling treats fund and A.F.M. as identical, although employer here was 
actually local union and not the fund). 

162 Portland Cooperative Labor Temple Ass’n, 39 B.T.A. 450 (1939) ; S.M. 2558, 1924 
Cum. Butt. 207. 

153 Cf, Interstate Transit Lines v. Comm’r, 319 U.S. 590 (1943). 
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members or their dependents ; (2) no private shareholder or individual may 
receive any of its earnings except in the form of benefits; and (3) 85 
per cent or more of its income must be derived from contributions of 
members and of their employers for the sole purpose of furnishing bene- 
fits and meeting expenses.*™ 

The serious area of contention revolves about section 101(6), and 
primarily the concept of a charitable fund. Even here, two of the three 
requirements imposed by the regulations *** raise no difficulties. These 
are: (1) no part of the fund’s net income may inure to the benefit of 
private shareholders or individuals; and (2) attempting to influence legis- 
lation may not be a substantial part of its activities. The problem lies in 
the definition of the purposes, educational and charitable. 

An educational organization, states the regulations with an air of sig- 
nificance, is one designed primarily to improve or develop the capabilities 
of the individual. ‘Under exceptional circumstances,” however, its purpose 
may be to instruct the public or “give lectures on subjects useful to the 
individual and beneficial to the community.” Just why instruction to the 
public does not improve or develop the capabilities of individuals is diffi- 
cult to comprehend. And, in fact, under the rulings no distinction appears 
to have been made, three having granted exemptions to organizations or 
trusts to furnish free musical concerts.*** “The exemption granted in the 
Federal taxing statute is not confined to ‘educational institutions’ such as 
schools and colleges. The fostering of an appreciation of or desire for 
good music and the promotion of musical art are activities of an edu- 
cational nature.” *** Thus, the Music Performance Trust, a welfare 
fund, referred to above,*** has been granted an exemption under section 
101(6).**° 

Much more important is the definition of charitable, which the regulation 
restricts to “organizations for the relief of the poor.” The cases have 
never accepted so limited a definition. “If its principal purpose is to give 
of its material substance or time to benefit those who are in need of such 
assistance, or will be benefited by such gift or expenditure, then it is 
charitable. . . . An institution need not be one for the relief of the sick 


154]. R.C. §101(16). 

155 Reg. 111, Sec. 29.101 (6)-1. 

156 See notes 157, 159 infra; S.M. 1176, 1 Cum. Butt. 147. 

187 J.T, 1475, 1922 Cum. Buty. 184. For another broad definition of educational, see 
Weyl v. Comm’r, 48 F.2d 811, 812 (C.C.A.2d 1931). 

158 See text accompanying notes 87-92 supra. 

159 Letter ruling, dated July 17, 1950, to Samuel Rosenbaum, signed by E. I. McLarney, 
Deputy Commissioner (initials I.T.: P: ER, WCH). The purpose here may be charitable 
as well as educational. See Bok v. McCaughn, 42 F.2d 616, 619 (C.C.A.3d 1930) (“...a 
trust for popular education in music . . . would be a charitable trust. . . .”). 
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or indigent in order to be a ‘charity’. . ..”’** Among the purposes held 
to be charitable are those of making civic awards, providing pensions,’” 
sickness, accident, and medical benefits,*** death benefits,*** and unemploy- 
ment benefits.*** And the purpose of the organization or trust is to be 
ascertained by examining the purposes in the documents creating the 
organization or trust, such as the charter or declaration of trust.’ 
While many of the cases speak of the motive in providing the benefits, 
no difficulty is raised by this factor. The motive referred to is that of 
“the trust,’ and the trust’s motive can only be reflected in its purpose. 
If the trust requires beneficiaries to contribute a major part of the value 
of the benefits, the arrangement will resemble a sale or mutual insurance, 
and the purpose of the trust will not be held to be charitable.** But if 


167 


160 Y.M.C.A. Retirement Fund, Inc., 18 B.T.A. 139, 146 (1929). The purposes of a 
charitable trust listed in Bok v. McCaughn, 42 F.2d 616, 619 (C.C.A.3d 1930) were 
“bringing [persons’] minds or hearts under the influence of education or religion, by 
relieving their bodies from disease, suffering or constraint, by assisting them to establish 
themselves in life, or by erecting or maintaining public buildings or works or otherwise 
lessening the burdens of government.” In Harrison v. Barker Annuity Fund, 90 F.2d 
286, 289 (C.C.A.7th 1937), granting pensions was held to be charitable. The Court 
stated: “the purpose was praiseworthy and the inevitable effect the encouragement and 
promotion of habits upon the part of the employer and employees, tending to the greater 
good of the whole body politic. The fact that some annuitant may not need the pension 
is immaterial.” See also S.M. 1836, 1924 Cum. ButL. 273 (“The terms ‘educational’ and 
‘charitable’ as used in the Revenue Act . . . carry the implication of public utility. . . . In 
other words, it is only where the purpose accomplished is that of public usefulness, sus- 
tained by personal, private or selfish considerations, that an organization can claim exemp- 
tion on the ground that it is organized and operated exclusively for educational and 
charitable purposes.”). 

161 Bok v. McCaughn, 42 F.2d 616 (C.C.A.3d 1930). 

162 Harrison v. Barker Annuity Fund, 90 F.2d 288 (C.C.A.7th 1937); Gimbel v. 
Comm’r, 54 F.2d 780 (C.C.A.3d 1931) ; Y.M.C.A. Retirement Fund, Inc., 18 B.T.A. 139 
(1929) ; G.C.M. 19028, 1937-2 Cum. Butt. 125. 

163 Mutual Aid Ass'n, 42 F.2d 619 (C.C.A.3d 1930), reversing 17 B.T.A. 967 (1929); 
Eagen vy. Comm’r, 43 F.2d 881 (C.C.A.5th 1930) ; John R. Sibley, Exec., 16 B.T.A. 915 
(1929). 

164 Gimbel v. Comm’r, 54 F.2d 780 (C.C.A.3d 1931) ; John R. Sibley, Exec., 16 B.T.A. 
915 (1929). 

165 Fagen v. Comm’r, 43 F.2d 881 (C.C.A.5th 1930). 

166 “As a general rule the purpose of an organization should be determined from the 
instrument creating it.’ G.C.M. 21610, 1939-2 Cum. But. 103. See also Note, The 
Modern Philanthropic Foundation, 59 Yaue L. J. 477, 482-483 (1950). 

1867 Gimbel v. Comm’r, 54 F.2d 780, 781 (C.C.A.3d 1931). While Harrison v. Barker 
Annuity Fund, 90 F.2d 286, 289 (C.C.A.7th 1937) refers to the donor’s motive, the 
reference was immaterial for a proper motive was found. 

168 C, R. Lindback Foundation, 4 T.C. 652 (1945), aff'd per curiam, 150 F.2d 986 
(C.C.A.3d 1945); Pontiac Employees Mutual Benefit Ass’n, 15 B.T.A. 74 (1929); 
Employees Benefit Ass’n of American Steel Foundries, 14 B.T.A. 1166 (1929); Phila- 
delphia & Reading Relief Ass’n, 4 B.T.A. 713 (1926) ; G.C.M. 20015, 1938-1 Cum. Butt. 
169; I.T. 2603, 1931 Cum. Buty. 161; I.T. 2291, V-1 Cum. Buti. 82; I.T. 2109, 1924 
Cum. Butt. 224; I.T. 1265, 1922 Cum. Butt. 193; A.R.R. 477, 4 Cum. But. 264 (1921). 
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the beneficiaries contribute only a minor portion of the value of the 
benefits, then the purpose is charitable.** It will be noted that the ra- 
tionale relates to the use to which the income of the trust is used: is it 
to provide mutual insurance or to sell protection, or is it to furnish assis- 
tance and to aid the public welfare? Thus, the source of the trust’s income 
is not significant **° except in so far as it enters into the purpose of the 
trust. 

It is sometimes loosely said that the beneficiaries must be indefinite, 
i.e., they may not be an identifiable group with enforcible rights.*" Ac- 
tually, the requirement is only that the public welfare be served by the 
purpose of the trust. If the beneficiaries are a few identified individuals, 
the purpose may be too private. However, the purpose need not be to 
aid the public generally.*** Not only may the group be identified (such as 
the employees of a given employer),’”* but it may be a closed class so 
long as the beneficiaries are sufficiently large in number to render 
assistance to them of public importance.’ Nor is it of any significance 
that the trust is required to grant fixed benefits under designated condi- 
tions rather than dispensing benefits as the trustee sees fit.*”° 

It has already been stated that to the extent motive is significant, it 
is only that of “the trust” which is material. The immateriality of the 
motives of the donors of the trust follows. We have seen that gifts to 
charities may be made because customers insist upon it;*** there the 
charitable nature of the recipient is certainly not affected. Similarly, an 
employer may create a charitable trust to benefit his employees *” or other 


Of course, if a voluntary employees’ beneficiary association were utilized instead of a 
trust, an exemption could be obtained under I.R.C. §101(16). The difficulty is that the 
management of the association must be tripartite under section 302 of the Labor-Manage- 
ment Relations Act, and the issue would arise as to whether an association so managed 
would remain an employees’ beneficiary association. 

169 Y.M.C.A. Retirement Fund, Inc., 18 B.T.A. 139 (1929); G.C.M. 19028, 1937-2 
Cum. Butt. 125. 

170 Trinidad v. Sagrada Orden de Predicadoreo, 293 U.S. 578 (1924). 

171 See Bok v. McCaughn, 42 F.2d 616, 619 (C.C.A.3d 1930) ; Philadelphia & Reading 
Relief Ass’n, 4 B.T.A. 713 (1926). 

172 Fifth-Third Union Trust Co. v. Comm’r, 56 F.2d 767 (C.C.A.6th 1932). 

178 Gimbel v. Comm’r, 54 F.2d 780 (C.C.A.3d 1931); Mutual Aid Ass’n v. Comm’r, 
42 F.2d 619 (C.C.A.3d 1930), reversing 17 B.T.A. 967 (1929); Eagen v. Comm’r, 43 
F.2d 881 (C.C.A.5th 1930); John R. Sibley, Exec., 16 B.T.A. 915 (1929); Y.M.C.A. 
Retirement Fund, Inc., 18 B.T.A. 139 (1929) ; G.C.M. 19028, 1937-2 Cum. Butt. 125. 

174 Harrison v. Barker Annuity Fund, 90 F.2d 286 (C.C.A.7th 1937). 

175 Harrison v. Barker Annuity Fund, 90 F.2d 286 (C.C.A.7th 1937); Mutual Aid 
Ass’n v. Comm’r, 42 F.2d 619 (C.C.A.3d 1930), reversing 17 B.T.A. 967 (1929). 

176 See note 91 supra. 

177 Mutual Aid Ass’n v. Comm’r, 42 F.2d 619 (C.C.A.2d 1930), reversing 17 B.T.A. 
967 (1929); Y.M.C.A. Retirement Fund, Inc., 18 B.T.A. 139 (1929); G.C.M. 19028, 
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persons *** because better labor relations may be promoted or because 
the union representing his employees may insist upon it.*”° 


TAXABILITY OF BENEFITS TO EMPLOYEE 


When an employee receives cash benefits from his employer, whether 
called vacation allowance,**® pension,*** severance allowance,**? unem- 
ployment benefits,*** or sickness benefits,*** they constitute income to him, 
unless expressly excluded therefrom by statute, because the employee is 
free to use the money for any purpose he chooses. Moreover, whether 
or not his employer called the payment a gift and refrained from deducting 
it as an expense, the employee received it because of his employment, and 
the parties may not by the mere use of agreed-upon labels having no other 
consequences, alter the nature of the payment for tax purposes.*** Nor is it 
significant that the payment was made after. the services had been per- 
formed without the existence of a prior obligation or commitment.** If 
the employee has died, however, a pension of limited duration paid to 
his widow is not income to her,**’ absent a prior obligation or plan on the 
part of the employer.** In that situation the employer has not agreed to 
make the payment for past services, has not created an expectation that 
it would be made, and certainly cannot expect anything in the future from 
his deceased employee. His expectation of the payment’s having a de- 
sirable effect upon other employees does not alter the nature of the pay- 
ment from that of a gratuity to compensation. 


1937-2 Cum. Butt. 125; cf. Gimbel v. Comm’r, 54 F.2d 780 (C.C.A.3d 1931) (donors 
appear to be stockholders and officers of employer) ; John R. Sibley, Exec., 16 B.T.A. 915 
(1929) (donor appears to have been partner in employer). 

178 Letter ruling, dated July 17, 1950, to Samuel Rosenbaum, signed by E. I. McLarney, 
Deputy Commissioner (initials: I.T.: P: ER, WLH). 

179 Td. 

180 Cf, I.T. 3738, 1945 Cum. Buy. 90 (paid through welfare fund). 

181 Reg. 111, Sec. 29.22(a)-2; Miller v. Comm’r, 144 F.2d 287 (C.C.A.4th 1944); 
Cora B. Beatty, 7 B.T.A. 726 (1927); G.C.M. 23511, 1943 Cum. Buti. 86 (disability 
pension) ; G.C.M. 14593, 1935 Cum. Butt. 50. 

182 Letter ruling, dated Dec. 12, 1946, by E. I. McLarney, Deputy Commissioner, 1947 
P-H 76,073. 

183 Cf, I.T. 1918, 1924 Cum. Buty. 121 (received through welfare fund). 

184 David H. Botchford, 29 B.T.A. 656 (1933), aff'd, 81 F.2d 914 (C.C.A.9th 1936) ; 
E. B. Tousek, 1 B.T.A. 1164 (1925) ; letter ruling, dated July 8, 1947, by E. I. McLarney, 
Deputy Commissioner, 1947 P-H 76,215. 

185 James Thomas, T.C. Mem. Dec. {[42,306, aff'd, 135 F.2d 378 (C.C.A.5th 1943). 

186 G.C.M. 23511, 1943 Cum. Butt. 86 (discretionary disability pension) ; I.T. 3840, 
1947-1 Cum. Butt. 7 (voluntary and discretionary pension to widow pursuant to plan) ; 
Cora B. Beatty, 7 B.T.A. 726 (1927) (pension granted without prior commitment) ; E. B. 
Tousek, 1 B.T.A. 1164 (1925) (such pay granted without prior commitment). 

187 [.T. 3329, 1939-2 Cum. Buti. 153; O.D. 1017, 1921 Cum. Butt. 101. 

188 Varnedoe v. Allen, 158 F.2d 467 (C.C.A.5th 1946), cert. denied, 330 U.S. 821 
(1947) ; Florsheim v. United States, 156 F.2d 105 (C.C.A.8th 1946). 
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The interposition of a trust between the employer and the employee 
does not eliminate the taxability of the benefits.*® It is true that the trust 
may be charitable, but that only means that its function serves a public 
purpose and, therefore, the trust is not taxable as a separate entity. But 
it does not sever the connection between the purpose of the contribution 
to the trust and the reason for the receipts of benefits by the employee. 
Even where contributions are made to a trust for the general advantage 
of those who may happen to be employees of an employer, by stockholders, 
partners, or by members of the families of dominant stockholders, or 
partners, the employee will still be receiving his benefits because of his 
employment, and they will be taxable to him.*”° Nor does it matter, once 
the benefit is received from the trust, that the benefits were subject to 
conditions rendering them forfeitable,** or that they were discretionary on 
the part of the trustee, any more than when the employer directly dis- 
tributes additional retroactive compensation. It would certainly appear 
that those trust agreements which state that the payments are not intended 
to be compensation are as ineffective for that purpose as similar agree- 
ments between employer and employee. 

In the case of pension trusts exempt under section 165(a), the Code 
expressly states that pensions are taxable upon distribution to the em- 
ployee as annuities pursuant to section 22(b)(2).%°? However, if after 
termination of the employee’s employment, the fund makes all of the sub- 
sequent *** payment or payments to a beneficiary within one taxable year 
of the beneficiary, then the income is taxable as a capital gain.*** This pro- 
vision is inapplicable to any type of arrangement other than a qualified 
trust.**° 

As an express exception to the rules stated above, section 22(b) (5) of 
the Code excludes from gross income amounts received under accident 
or health insurance or pursuant to workmen’s compensation laws or as 
damages for injuries or sickness.*** Under this section, it is not enough 
that a payment be made because an employee is sick or injured. The 
payment must be in lieu of damages **’ or must be the proceeds of in- 


189 J.T. 3738, 1945 Cum. Buty. 90 (vacation and sick benefits) ; I.T. 1918, 1924 Cum. 
Butt. 121 (unemployment benefits). 

190 Frank T. Knowles, 5 T.C. 525 (1945) ; William J. R. Ginn, 47 B.T.A. 41 (1942). 

191 William J. R. Ginn, 47 B.T.A. 41 (1942). 

192 T.R.C. §165(b). 

193 PS No. 59. 

194].R.C. §165(b). 

195 G.C.M. 25358, 1947-2 Cum. But. 90; PS No. 61. 

196 Payments are not excluded in so far as they are attributable to deductions: under 
LR.C. §23(x) in prior years. 

197 ].T. 3306, 1939-2 Cum. Buty. 149. Where-there is no possibility of employer 
liability for the illness, the exclusion from gross income is not available (G.C.M. 23511, 
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surance or in the nature of such proceeds. Mere payment by an employer 
from his general assets, rather than a special fund, is insufficient.’” 
Similarly, where the payments are discretionary, even though from a 
special fund, they cannot qualify as insurance proceeds.*** In a situation 
in which members of an employees’ beneficiary association had fixed rights 
to prescribed sickness benefits from a fund to which the employer con- 
tributed, the Bureau ruled that the benefits were excluded from gross 
income.*”° While the association fell within the definition of an insurance 
company under the regulations," there is no reason why the taxability 
of the payments to the employee should depend upon the tax status of 
the payor as an insurance company.*” It is the nature of the payment 
which is material under the Code. Thus, any sickness or accident benefits, 
fixed in amount and non-discretionary, should be excluded from gross 
income when made by a welfare fund, whether or not insured by a 
carrier. 

Issues arising from the receipt of cash benefits have been discussed. 
Are there any tax consequences, however, from the mere existence of 
the right to those benefits? If an employer has obligated himself to con- 
tinue the payment of wages while an employee is sick, the payment of those 
wages will be income when received. But suppose the employee does not 
fall ill, Has he, nevertheless, received income as a result of his right to 
continue to receive wages on the contingency of his illness. Certainly no 
one ha ever suggested that the mere existence of a contractual right 
to a payment on the occurrence of stated conditions constitutes income to 
a cash basis taxpayer in the absence of the occurrence of the conditions 
and the receipt of the payment. And no one considers that he has received 
income upon the mere signing of the collective agreement. Even where a 
vested right may be accruing under the contract, as, for example, to one 
day’s vacation for every two weeks of work, the vacation allowance is not 
taxable to a cash basis employee until it is actually received. 

Is any change in result effected when the employer, instead of agreeing 
to pay certain benefits on stated conditions, makes present payments to 


1943 Cum. Butt. 86); nor where the payment does not forfeit the right to damages 
(letter ruling, dated July 8, 1947, signed by E. I. McLarney, Deputy Commissioner, 
1947 P-H {76,215). 

198 Letter ruling, dated July 7, 1943, signed by T. Mooney, Deputy Commissioner, 1944 
P-H 166,068; G.C.M. 23511, 1943 Cum. Butt. 86 (alternative). 

199 G.C.M. 23511, 1943 Cum. Buti. 86; I.T. 3738, 1945 Cum. Buty. 90; I.T. 3928, 
1948-2 Cum. But. 9. 

200 ].T. 3928, 1948-2 Cum. Butt. 9. 

201 Reg. 111, Sec. 29.3797-7. 

202 Cf. the exclusion from gross income awarded sickness payments in the case of 
self-insurance under state disability benefits laws. I.T. 4000, 1950 Int. Rev. Butt. No. 6, 
at 5 (1950). 
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a trust fund which will make available the same benefits on the same 
conditions? It would scarcely appear so, if the commonly accepted con- 
cept of income is to be the test. If the fund grants sickness, unemploy- 
ment, and vacation benefits, the employee receives income (except as 
the statute expressly excludes the payment) upon receipt of the monies. 
His wealth is not increased twice: once, when the employer pays the fund; 
the second time, when the fund pays him. Does the assurance that the 
second payment will be made constitute some sort of anticipatory gain? 
If it were, there would be almost no limit to the concept. 

Even if the first gain were credited against the second, a strange result 
would be obtained. If an employer paid $10,000 to a welfare fund which 
granted severance allowances, all employees would include in income the 
anticipatory value of the benefit, which, on insurance concepts, would equal 
an aggregate of $10,000 for all employees. If 5 per cent of the employees 
were laid off during the year and received the total sum, then only 5 per 
cent or $500 would be offset against the payment, so that one aggregate 
payment of $10,000 would yield $19,500 in taxable income. This view 
of gain is directly in conflict with the rules of tax accounting which declare 
that when the right to receive income is contingent upon a performance 
or condition, the gain is not realized until the contingency is favorably 
resolved. Of course, under the currently accepted rules, the mere payment 
to the fund is not income to the employees, and the Bureau has so ruled,”” 
because their right to receive the money is dependent upon some per- 
formance or condition yet to occur. 

Again the issues are expressly covered by statute in so far as they relate 
to pension trusts. Contributions for pensions made to trusts qualified 
under section 165(a) do not result in income to the employees or their 
beneficiaries, but if the trust is not qualified, the employee receives income 
in so far as his benefits are non-forfeitable, from the year the contribution 
was made. *** Contributions made with respect to benefits which are for- 


208 Letter ruling in 1944 to Joseph M. Jacobs, signed by Norman D. Cann, Deputy 
Commissioner (initials: IT: P:T:2, MMS-3) (fixed accident, dismemberment, sick- 
ness, medical, surgical, and hospital benefits provided by blanket coverage insurance; 
while employees have no individual right or claim against fund, a class action would lie 
to compel performance of trust and individual actions against insurance carriers would 
lie) ; I.T. 3738, 1945 Cum. Butt. 90 (sickness, medical, vacation, and group insurance 
benefits; no employee had any claim against fund) ; cf. letter ruling to Weil, Gotshal & 
Manges, dated Dec. 21, 1949, signed by George J. Schoeneman, Commissioner (initials : 
IT: P: TR, RFW-3) (details of welfare plan not agreed upon. Ruling states payments 
are not wages for withholding under I.R.C. §1621(a), but reserves decision for federal 
employment tax purposes). I.R.C. §§1426(a), 1607(b). 

204 T.R.C. §§165(b) and (c); Reg. 111, Secs. 29.165-6, 29.165-7. For the definition of 
non-forfeitable, see text accompanying note 116 supra. Contributions are made when 
they accrue, and not when paid. George von Hoffmann, 10 T.C. 314 (1948). 
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feitable during the year the contribution was made are not taxable until 
the benefits are received, even though the benefits become non-forfeitable in 
the interim.” Of course, to the extent that contributions result in income 
to the employee, the benefits attributable thereto are not taxable when re- 
ceived, whether or not the trust is qualified in the year of distribution.” 

An employer may provide non-cash benefits, such as medical care, or 
hospitalization, or he may contribute to a trust fund which provides non- 
cash benefits. When fixed, non-discretionary benefits are received from a 
trust, even if they would otherwise constitute income, they should be 
classed as proceeds from sickness or accident insurance. But do such bene- 
fits constitute income at all, as for instance when provided directly by 
the employer or by a trust under discretionary powers? Certainly, some 
of the usual attributes of income are absent. The employee has no choice 
of the form in which the benefit is to be received, and the benefits are 
non-transferable.*” On the other hand, the benefits have undoubted 
value. The customary discussion of the issue generally turns upon 
whether the employer provided the benefits for his own convenience,” or 
to increase efficiency,” or whether he furnished them as compensation. 
But as has been pointed out, a wage increase often is granted to increase 
efficiency as well as compensation.**° Those who argue in favor of taxa- 
bility point to the concept of psychological income under which non-cash, 
non-transferable benefits are taxable. 

This concept, however, was designed to introduce realism into the ap- 
plication of tax laws. When a taxpayer’s income reaches such proportions 
as to bring him into high surtax brackets, resulting in his retaining only 
a small portion of any additional income increment after paying income 
taxes, he has a great incentive to obtain his additional rewards in some 
non-taxable forms. Since he already has more than sufficient cash to care 
for all his normal worldly wants, non-cash, non-transferable benefits would 
be highly desirable provided they were non-taxable. Even if taxable, how- 
ever, such benefits save the wealthy taxpayer the expenditure he would 
otherwise make for the same object. If the benefit constitutes a deferred 
payment to the taxpayer or to his estate, such as annuities or life insur- 
ance, those forms of advantage would also be in accord with the normal 
disposition of the taxpayer’s income. It was highly realistic, rather than 
artificial, therefore, to hold that provisions by an employer for life insur- 


205 T.R.C. §165(c); Reg. 111, Sec. 29.165-6. 
206 Reg. 111, Sec. 29.165-6. 
207 These factors were emphasized in 0.1014, 1920 Cum. Butt. 88. 
208 Applied in O.D. 514, 1920 Cum. But. 90 (supper money) ; see also Reg. 111, Sec. 
29.22(a)-3. 
209 Applied in ruling cited in note 207 supra. 
210 George M. Adams, 18 B.T.A. 381 (1929). 
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ance and annuities constituted taxable income although the taxpayer had 
no choice in the form of the benefit, and although the benefits could not 
be exchanged for cash or transferred in any manner.** But should this 
rationale be applied to turn into taxable income the water fountain, the air 
conditioning, the pleasantly colored paint on the walls, and the general 
working surroundings with which an employer furnishes his employees, 
and which, while improving their efficiency, also give them a feeling of 
being better off? 

The concept of psychological income was useful in achieving a desir- 
able result in the case of wealthy taxpayers, but it did so by hewing to the 
facts. The formal words of a concept may be juggled in many fashions 
if one desires semantical exercise, but when the concept departs from the 
fact, only fictions remain, and the life of a fiction should last only so 
long as what is achieved by its use is desirable. How realistic is it to say 
that a family head earning $35 to $70 per week receives psychological in- 
come when he and his family are provided with medical care and hospitali- 
zation? In the absence of such benefits, he or his dependents would 
ordinarily go without the care or become charity cases for all or most of 
the benefits. These in-kind medical benefits are provided for employees 
precisely because they could not otherwise provide them for their families. 
Is a concept developed to take care of the taxpayer with a large, surplus 
income suitable to the intelligent taxation of the marginal taxpayer, 1.e., 
one who just manages to struggle along? It would scarcely appear 
that it is: first, because the marginal taxpayer, in fact, receives no addi- 
tional income; second, because a disproportionate increase in the taxes 
of low income groups, which would result, is socially undesirable. It is 
true that in-kind benefits are presently received by the employee who ob- 
tains medical care and hospitalization, and hence, they resemble benefits 
such as board and lodging, the value of which is taxable, but expenditures 
for the latter benefits would have been made by the employee if he did 
not receive them in kind, so that their receipt served to conserve his cash 
resources. Hence, whether or not non-cash benefits should be includible 
in income depends upon an appraisal of whether they would fit into the 
taxpayer’s normal pattern of expenditure and to what extent. 

In the case of employees benefiting from welfare funds created by col- 
lective agreements, such items as medical care, surgical care, and hospi- 
talization would not appear to constitute income.”* That the benefit may 
have been provided upon demand of the employees’ exclusive bargaining 
agent appears immaterial, for the union, in making its demands, must 


211 £.9., Renton K. Brodie, 1 T.C. 275 (1942) (annuity). 
212 See note 207 supra (payments to hospital and educational association for benefit 


of employees). 
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exercise a general-welfare judgment and cannot act upon the desires of 
individual employees. From that viewpoint it is the mark of wisdom to 
seek the provision of essential benefits in kind which an employee might 
not obtain even if he were given the equivalent cash increase. Such a 
demand should no more influence the result than a demand for the use 
of safety devices in a factory. Nor does it appear material that such 
non-cash benefits may be treated as “wages” as that word is used in labor 
legislation, where the object is to determine whether a union should have 
the right to bargain with respect to them or whether they should be 
furnished during strike periods.** These issues are totally irrelevant to 
tax considerations. 

It is the writer’s understanding that the Bureau has under considera- 
tion a change of policy which would render taxable to the employee far 
more benefits than are at present includible in his income. Unless that 
change were restricted to refinements, it would represent an unjustifiable 
extension of the psychological income doctrine. 

A very strong case in favor of non-taxability of welfare benefits to 
employees whose demand created those benefits appears to be made out 
by the Music Performance Trust.** The contributions to that fund are 
based on phonograph records sold and income from transcriptions which 
are unrelated to the compensation of the employees, almost all of whom 
are paid on an hourly basis. Moreover, employees are paid about the 
time of performance whereas contributions may accrue years later, and 
may exceed the amount of the:wages paid. In addition, the employees 
will obtain none of the cash disbursed by the welfare fund. Although the 
employees may obtain some feeling of satisfaction from the operation 
of the fund, the expenditure is not one which they would voluntarily make 
out of their own assets. 

The preceding discussion also explains the rules applicable to insurance 
benefits. In principle, it may be argued that premiums paid for insurance 
policies and annuity contracts constitute no gain to the employee, with 
only receipt of the proceeds therefrom resulting in income. However, 
when use of these forms of benefits was commenced to defer income, it 
was held that the payment of the premium constituted income under the 


213 “Wages” as used in the National Labor Relations Act were held to include “within 
its meaning direct and immediate economic benefits flowing from the employment relation- 
ship.” Cross & Co. v. National Labor Relations Board, 174 F.2d 875 (C.C.A.1st 1949) ; 
Inland Steel Co., 77 N.L.R.B. No. 1 (1948), order enforced, 170 F.2d 247 (C.C.A.7th 
1949), cert. denied, 336 U.S. 960 (1949). In the foregoing cases, the issue was one of 
bargaining rights. In General Electric Co., 80 N.L.R.B. No. 90 (1948), the issue related 
to accrual of benefits during an economic strike. 

214 See text accompanying notes 87 to 92 supra. 
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psychological income concept.*** It was otherwise with respect to group 
(term) insurance, whether life, health, or medical, which an employer 
purchased for the benefit of his employees.”* The explanation for the 
difference lies in the place which the purchase of these benefits occupies in 
the expenditure patterns of the classes of taxpayers involved. Where such 
group insurance is purchased by a welfare plan, the same tax consequences 
would result.** 

In addition, where the insurance has a reserve, whether endowment, 
ordinary, or group-permanent, it has a cash value which has either a 
present or future potential of conversion to other types of assets. If the 
policy is non-forfeitable, the premium is income to the employee during 
the year in which it is paid by the employer or the welfare fund. If the 
employee’s rights in the policy are forfeitable, then the value of the policy, 
which will be the amount of its reserve or cash value, is includible in the 
employee’s income when the rights become non-forfeitable.** 

When insurance protection is furnished pursuant to a pension plan by 
a qualified trust, complications are introduced as a result of the operation 
of statutory provisions delaying the taxability of pension benefits. The 
cost of a premium for the term insurance afforded in excess of the reserve 
value of the policy will be included in the employee’s income in the year the 
premium is paid.”*° When the trust receives and pays out the proceeds of 
the policy, that portion attributable to the reserve is taxable, but the excess 
is excluded from income pursuant to section 22(b)(1) of the Code as in- 
surance proceeds.” If the trust purchases annuity or similar contracts and 
distributes them in a year in which the trust is qualified, the distribution 
is not taxable until the proceeds of the contract are received, even though 


215 See note 211 supra. In the following cases the taxpayer, in addition, had some 
share in the application of the funds: Comm’r v. Bonwit, 87 F.2d 764 (C.C.A.2d 1937) ; 
Canaday v. Guitteau, 86 F.2d 303 (C.C.A.6th 1936) ; Yuengling v. Comm’r, 69 F.2d 971 
(C.C.A.3d 1934) ; George N. Adams, 18 B.T.A. 381 (1929) (life insurance) ; Hackett v. 
Comm’r, 5 T.C. 1325 (1945), aff’d, 159 F.2d 121 (C.C.A.lst 1946); Oberwinder v. 
Comm’r, 147 F.2d 255 (C.C.A.8th 1945); David W. Anderson, 5 T.C. 1317 (1945) ; 
Richard R. Deupree, 1 T.C. 113 (1942) (annuities). 

In United States v. Drescher, 179 F.2d 863 (C.C.A.2d 1950), the Court held that the 
value of a non-assignable, non-redeemable annuity was less than its premium cost. 

218 Reg. 111, Sec. 29.22(a)-3; G.C.M. 16069, 1936 Cum. Butt. 84 (life insurance) ; 
0.1014, 1920 Cum. Butt. 88 (same) ; letter ruling, dated Aug. 26, 1943, 1943 P-H {166,294 
(medical care insurance) ; letter ruling, dated Oct. 26, 1943, signed by Charles P. Suman, 
Head of Division for T. Mooney, Deputy Commissioner, 1943 P-H [66,326 (hospitaliza- 
tion and medical). 

217 Cf. Raymond J. Moore, 45 B.T.A. 1073 (1941) (life insurance bought by trust 
qualified under I.R.C. §165(a)); Harold G. Perkins, 8 T.C. 1051 (1947) (life insurance 
purchased by trust). 

218 Mim. 6477, 1950 Int. Rev. Butt. No. 6 at 4 (1950). 

219 Reg. 111, Sec. 29.165-6; PS No. 58. 

220].T. 3993, 1950 P-H 76,225. 
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the contract has a cash surrender value.** Under similar circumstances the 
distribution of proceeds of an insurance policy results in taxable income 
to the distributee to the extent of the value of a similar amount of term 
insurance for the same period, whether or not the policy has a cash sur- 
render value.?” 

If a welfare fund or pension trust is contributory, the employee’s con- 
tributions may be allocated to the purchase of those benefits which would 
otherwise constitute taxable benefits to him.”” 

Since the mere payment of money to a welfare fund is not income to 
the employee (except payments made to non-qualified pension trusts for 
non-forfeitable benefits), there will be no withholding from wages 
pursuant to section 1622(a) *** other than in the excepted case noted. 

This, at least, is the rule for the normal industrial situation as to which 
the definition of wages and of income with respect to coverage of welfare 
benefits is the same. Section 1621(a), however, does exclude certain 
types of services from the definition of wages, and, of course, there would 
be no withholding in any such case even if excluded categories of em- 
ployees received taxable income as a result of the employer’s payments. 
The significant categories excluded are: (1) casual labor not in the course 
of the employer’s trade or business; (2) services performed by non- 
resident aliens who enter and leave the United States at frequent intervals; 
and (3) services performed outside the United States by citizens or resi- 
dents thereof, the major portion of whose services during the calendar 
year for that employer was so performed. 

While some of the benefits provided by a welfare fund may be income 
to the employee, the fund is not his employer and hence is not subject to 
the withholding provisions.*” 

A different definition of “wages” is to be found in sections 1426(a) and 
1607(a) of the Code. Apparently out of an excess of caution, an exclu- 
sion from “wages” was procured for certain welfare fund payments, thus 


221 Reg. 111, Sec. 29.165-6; Mim. 6461, 1950 P-H {76,207. In the Mimeograph the 
rule with respect to pure annuities was extended to insurance contracts settled as 
annuities, and to similar contracts. The latter types had been held to be taxable on receipt 
in prior rulings. Letter ruling, dated Oct. 18, 1948, by E. I. McLarney, Deputy 
Commissioner, 1947 P-H 76,054. 

222 Mim. 6461, 1950 P-H 176,207. 

223 PS No. 32. 

224Tetter ruling, dated Dec. 21, 1949, to Weil, Gotshal & Manges, signed by Com- 
missioner George J. Schoeneman (initials: IT: P:TR, RFW-3) (benefits yet to be 
negotiated) ; letter ruling, dated in 1944, to Joseph M. Jacobs, signed by Deputy Com- 
missioner Norman D. Cann (initials: IT: P:T:2, MMS-3) (accident, dismemberment, 
death, sickness, medical, surgical, and hospitalization benefits); I.T. 3738, 1945 Cum. 
Butt. 90 (sick benefit, medical care, vacation, group insurance). 

225 Mim. 6477, 1950 Int. Rev. Buty. No. 6 at 4 (1950). 
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raising the implication that other types of welfare payments are included 
within the definition of wages.”** Excluded are payments to welfare funds 
to provide any class of employees with retirement, sickness or accident, or 
medical and hospitalization benefits. Also in the excluded category are 
payments to provide death benefits if the employee cannot assign the 
benefit or receive cash in its place either upon withdrawal from the system 
or upon the termination of employment or of the system, and if the 
employee does not have an option of receiving cash in place of the pro- 
tection. Thus, the tax would apply to payments to welfare funds to pro- 
vide vacations, sevérance allowances, and unemployment insurance bene- 
fits, to name some of the more usual types of benefits not excluded. 


226 The Bureau takes this position for it has declined to grant rulings where the benefits 
were not yet known, although it was clear that the employer’s payment to the fund was 
not income to the employee. Letter ruling, dated Dec. 21, 1949, to Weil, Gotshal & 
Manges, signed by Commissioner George J. Schoeneman (initials: IT: P: TR, RFW-3). 





= wom ne ~~ — - ~ ~ - os - 





Some Tax Aspects Of Corporate 
Distributions In Kind 


ROBERT T. MOLLOY 


I. an age dominated by corporations and taxes it is indeed a matter of 
remark that the federal income tax consequences of even routine mani- 
festations of corporate existence so often remain unpredictable. Nowhere 
is this uncertainty more strikingly apparent than in the field of corporate 
distributions in kind. Nor can any single unifying principle or inter- 
related series of consistent principles be said to have emerged clearly from 
the decided cases. 

The work of the commentators, perhaps of necessity, also leaves much 
to be desired. The most thorough * wrote before the full purport of the 
scanty statutory law on this subject had been illumined by authoritative 
case law; * the glosses of the more recent writers as to this specific prob- 
lem are either too brief and summary,® or too zealous on behalf of an 
employer, past,* present,° or future.* Yet despite the difficulties of recon- 


Rosert T. Motitoy (B.S.S., City College, LL.B., Yale University; Rhodes Scholar, 
1939) is a member of the New York Bar and contributor to legal periodicals. 


1 Rudick, “Dividends” and “Earnings or Profits” Under the Income Tax Law: Cor- 
porate Non-Liquidating Distributions, 89 U. or Pa. L. Rev. 865, 902-3 (1941); Paul, 
Ascertainment of “Earnings or Profits” for the Purpose of Determining Taxability of 
Corporate Distributions, SELECTED STUDIES IN FEDERAL TAXATION, SECOND Series 149, 
170-185 (1938). 

2 Both works cited in note 1 were written prior to such basic decisions as Comm’r v. 
Wheeler, 324 U.S. 542 (1945); Comm’r y. Fisher, 327 U.S. 512 (1946); Comm’r v. 
South Texas Lumber Co., 333 U.S. 496 (1948) ; R. D. Merrill Co., 4 T.C. 955 (1945) ; 
Jane Easton Bradley, 9 T.C. 115 (1947); and a half score more cases dealing with 
important aspects of the problems presented by corporate distributions in kind. 

3 Drye, Earned Surplus and Its Tax Problems for the Stockholder, 4 Tax L. Rev. 421, 
422-428 (1949); Tye, Corporate Distributions—Some Current Trends, 4 Tax L. Rev. 
459, 463-466 (1949) ; Emmanuel, Earnings and Profits: An Accounting Concept? 4 Tax 
L. Rev. 494, 497 (1949); MacitL, TAxaBLe INcoME 62-65 (1945). Perhaps the most 
helpful discussion of this subject is to be found in Cleary, Corporate Distributions in Kind 
and Sale of Property by Stockholders, Practisinc LAw INSTITUTE CURRENT PROBLEMS 
IN FEDERAL TAXATION (rev. ed. 1948). 

* Wallace, A Dissent, 1 Tax L. Rev. 93 (1945), demonstrates the author’s continued 
adherence to the Department of Justice’s view which he successfully advocated in Comm’r 
v. Wakefield, 139 F.2d 280 (C.C.A.6th 1943). 

5 Raum, Dividends in Kind: Their Tax Aspects, 63 Harv. L. Rev. 593 (1950). 

8 Johnson, Corporation and Stockholder Dividends in Kind, 1 Tax L. Rev. 86 (1945) ; 


57 








58 TAX LAW REVIEW [Vol. 6: 


ciling all decided cases, a higher degree of certainty may perhaps be 
extracted from a careful study of this field than has heretofore been 
achieved. Clarification must be sought, however, through an isolation of 
issues. 


RECOGNITION OF GAIN OR Loss TO A CORPORATE DISTRIBUTOR FROM 
DiIsTRIBUTIONS IN KIND FoR A Quip Pro Quo 


The rule appears uniform that a corporation transferring assets in kind 
in consideration for services,’ property * or the discharge of indebtedness ° 
or other obligation fixed in terms of money alone, realizes taxable gain 
or loss. The origin of the particular indebtedness discharged appears 
in general to be of no great moment;*° it is requisite, however, that 
such obligation be enforceable, as a matter of substantive law, in a fixed 
or ascertainable amount in money. Thus, a corporation discharging a 
debt or paying valued employees a bonus in stock of another corporation, 
realizes taxable gain in the difference between cost and fair market value.” 
Again, where indebtedness is discharged in the amount of the fair 
market value of the assets transferred, the transferor realizes a deductible 
loss where the adjusted cost of the assets transferred exceeds their fair 
market value at time of transfer.** 

Gain or loss may equally be realized by a corporation from the dis- 
tribution of a dividend in kind where the dividend resolution created an 
absolute and unconditional right in the stockholders to receive cash which 
the corporation thereafter satisfied through a transfer in kind, for a 
stockholder’s right to a cash dividend, once legally declared, becomes, as 


RaBKIN & JoHNSON, FEDERAL Income, Girr AND EsTaTE TAXATION, c. 2, §5, presents 
pro-taxpayer view as uncritical and as unrealistic as that espoused in favor of the 
Treasury in note 4 supra. 

7 International Freighting Corp., Inc., 45 B.T.A. 716, 720 (1941), aff'd, International 
Freighting Corp., Inc. v. Comm’r, 135 F.2d 310, 313 (C.C.A.2d 1943) (gain). 

8 Hagan Corp., 21 B.T.A. 41, 44 (1930) (gain). 

®Callanan Road Improvement Co., 12 B.T.A. 1109 (1928) Acq. (loss); Bacon- 
McMillan Veneer Co., 20 B.T.A. 556 (1930) (gain) ; Northern Coal & Dock Co., 12 T.C. 
42 (1949) Acq. (loss). See also Carlisle Packing Co., 29 B.T.A. 514 (1933) (gain) ; 
Twin Ports Bridge Co., 27 B.T.A. 346 (1932) (gain) ; William R. Kenan, Jr., et al., 
Trustees, 40 B.T.A. 824, 827 (1939) (gain). 

10 The rule is not universal. Partial forgiveness of a purchase money mortgage, on 
occasion, offers a well recognized exception. Cf. also Bowers v. Kerbaugh-Empire Co., 
271 U.S. 170 (1926) ; B. F. Goodrich Co., 1 T.C. 1103 (1943) Acq.; William H. Cover- 
dale, 4 TCM 713 (1945). 

11 International Freighting Corp., Inc., note 7 supra. To the extent the total salary 
paid exceeds a reasonable allowance within the meaning of section 23(a)(1)(A), no 
corresponding deduction from the employer’s gross income is available. Such excess 
might not, therefore, constitute additional income to the employer. 

12 Northern Coal & Dock Co., 12 T.C. 42 (1949) Acq.; Callanan Road Improvement 
Co., 12 B.T.A. 1109 (1928) Acq. 
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a matter of substantive law, a debt like any other corporate obligation.”* 
Yet the discharge through a distribution in kind of a corporate debt, 
however incurred, payable in cash or in property at a valuation fixed in 
the instrument evidencing the original terms of the obligation, gives rise 
to neither gain nor loss to the debtor.** 


RECOGNITION OF GAIN OR Loss TO A CORPORATE DISTRIBUTOR FROM 
GRATUITOUS DISTRIBUTIONS IN KIND 


General Rule 


Despite sporadic but continuing objection by the Commissioner,”* the 
Treasury regulations ** and the courts ** are uniformly agreed that no 
gain or loss is realized by a corporation from the mere distribution in kind 
of its assets in partial or complete liquidation. The courts, going further, 
apply a like rule to all gratuitous corporate distributions in kind. The 
rule was early conceived to be that “. . . where the dividend resolution 
imposes only the obligation to distribute in kind and it is discharged in 
that way, no gain or loss results to the corporation.” ** This view was 
approved by the United States Supreme Court ** and has been followed *° 


18 Estate of Lewis Cass Ledyard, Jr., 44 B.T.A. 1056, 1066 (1941); Callanan Road 
Improvement Co., supra note 9, and cases therein cited. 

14 Cherokee Co., 41 B.T.A. 1212, 1216 (1940) Acq.; Pinkney Packing Co., 42 B.T.A. 
823 (1940) Acq.; S. K. Ames, Inc., 46 B.T.A. 1020, 1024 (1942) Acq. 

15Lencard Corporation, 47 B.T.A. 58, 61 (1942) Acq.; Estate of H. H. Timken, 47 
B.T.A. 494 (1942), aff'd, 141 F.2d 625 (C.C.A.6th 1944) ; Edith K. Timken, 3 TCM 631 
(1944), appeal (C) dismissed sub nom. Nunan v. Timken, 1945 P-H {71,090 (C.C.A.5th 
1945) ; Ramon Corp., 6 TCM 732 (1947); J. T. S. Brown’s Son Co., 10 T.C. 840, 848 
(1948) Acq.; Dallas Downtown Development Co. (Dissolved), 12 T.C. 114 (1949) Non- 
acq., appeal (C), C.C.A.5th April 28, 1949. See also Gaunt & Harris v. United States, 
38-1 USTC 79252 (W.D. Ky. 1938), aff'd per curiam on another issue, 110 F.2d 651 
(C.C.A.6th 1940). 

16 “No gain or loss is realized by a corporation from the mere distribution of its assets 
in kind in partial or complete liquidation, however they may have appreciated or de- 
preciated in value since their acquisition. ...” Reg. 111, Sec. 29.22(a)-20. This pro- 
vision has appeared substantially unchanged since Art. 547 of Reg. 45, implementing the 
Revenue Act of 1918. 

17 See cases cited note 15 supra. See also Fruit Bell Telephone Co., 22 B.T.A. 440, 
442 (1931) Acq. 

18 General Utilities & Operating Co., 29 B.T.A. 934, 939 (1934). Just what language 
in corporate minutes declaring a dividend will be held to create an obligation only in 
kind upon the discharge of which no gain is realized by the corporate payor, in contra- 
distinction to an obligation in money which, when discharged in kind, gives rise to gain 
or loss, poses a problem for even the strictest grammarian. Compare Reed Brothers, 
P-H B.T.A. Mem. Dec. {[42,207, with Bacon-McMillan Veneer Co., 20 B.T.A. 556, 557 
(1930) ; and Callanan Road Improvement Co., 12 B.T.A. 1109 (1928) Acq. with Columbia 
Pacific Shipping Co., 29 B.T.A. 964 (1934) Nonacq., aff’d, 77 F.2d 759 (C.C.A.9th 1935). 

19“Both tribunals below rightly decided that petitioner derived no‘taxable gain from 
the distribution among its stockholders of the Islands Edison shares as a dividend. This 
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in a truly impressive series of holdings in the Tax and Appeals Courts. 
The Commissioner remains unconvinced.” 


Exceptions Proving the Rule 


No case has been found which holds that a corporation distributing a 
dividend in kind thereby realizes taxable gain or loss. The courts upon 
occasion moved by the real or imagined fiscal necessities of government 
have, however, ignored the distribution completely, continuing to tax the 


was no sale; assets were not used to discharge indebtedness.” General Utilities & 
Operating Co. v. Helvering, 296 U.S. 200, 206 (1935). 

20 Acampo Winery & Distilleries, Inc., 7 T.C. 629, 638 (1946) Acq.; J. T. S. Brown's 
Son Co., 10 T.C. 840, 848 (1948) Acq.; Columbia Pacific Shipping Co., 29 B.T.A. 964 
(1934), aff'd, 77 F.2d 759, 760 (C.C.A.9th 1935) ; Corporate Investment Co., 40 B.T.A. 
1156, 1168 (1939) (recognition of loss denied) Nonacq. on another issue; Dallas Down- 
town Development Co. (Dissolved), 12 T.C. 114 (1949) Nonacq., 1949-1 Cum. Butt. 5, 
withdrawn, 1950 Int. Rev. Butt. No. 9 at 1 (1950), appeal (C) dismissed, C.C.A.5th 
Apr. 24, 1950; Paulina DuPont Dean, 9 T.C. 256, 265 (1947) Nonacq., appeals (C, T) 
dismissed, 1949 P-H [71,039 (C.C.A.2d and 3d Jan. 26, 1949) ; Dill Mfg. Co., 39 B.T.A. 
1023, 1029 (1939) (recognition of loss denied) Nonacq. on another issue; First State 
Bank of Matador, 6 TCM 1047 (1947), rev'd on other grounds, 172 F.2d 224 (C.C.A.5th 
1949) ; First State Bank of Stratford, 8 T.C. 831, 834-5 (1947) Nonacq., rev'd on other 
grounds, 168 F.2d 1004 (C.C.A.5th 1948), cert. denied, 335 U.S. 867 (1948) ; First Utah 
Savings Bank, 17 B.T.A. 804 (1929), aff'd sub nom. First Savings Bank of Ogden vy. 
Burnet, 53 F.2d 919, 921 (App. D.C. 1931) (recognition of loss denied) ; Carl A. Fisher, 
3 TCM 393 (1944), appeal (C) dismissed, 150 F.2d 1019 (C.C.A.10th 1945); General 
Utilities & Operating Co. v. Helvering, 296 U.S. 200, 206 (1935), affirming on this point, 
74 F.2d 972, 975 (C.C.A.4th 1935) and 29 B.T.A. 934 (1934) ; Herbert G. Hanan, 3 TCM 
670 (1944), aff'd on appeal (C), 1945 P-H [71,091 (C.C.A.2d and 3d Aug. 9, 1945); 
Corinne S. Koshland, 2 TCM 972 (1943), aff'd on appeal (C), 1945 P-H {71,082 
(C.C.A.9th June 20, 1945); Lencard Corp., 47 B.T.A. 58 (1942) <Acq.; Marlen 
Realty Co., 3 TCM 1178 (1944), appeal (C) dismissed, 151 F.2d 1016 (C.C.A.8th 1945) ; 
Charles Russell McLean, 3 TCM 1174 (1944), appeal (C) dismissed, 151 F.2d 1016-1018 
(C.C.A.8th 1945); Elizabeth N. Sager, 3 TCM 1176 (1944), appeal (C) dismissed, 
151 F.2d 1016 (C.C.A.8th 1945) ; Estate of H. H. Timken, 47 B.T.A. 494, 515-518 (1942) 
Nonacq. (Point IV), aff'd, 141 F.2d 625, 630 (C.C.A.6th 1944); Transport, Trading & 
Terminal Corp., 9 T.C. 247, 256 (1947) (tax year 1940), rev'd on other grounds, 176 F.2d 
570 (C.C.A.2d 1949), cert. denied, 338 U.S. 955 (1950), rehearing denied, 339 U.S. 916 
(1950) ; Transport, Trading & Terminal Corp., P-H T.C. Mem. Dec. 148,063 (tax years 
1943, 1944), appeal (C) dismissed, 1949 P-H {71,004 (C.C.A.2d 1949) ; J. L. Washburn 
Estate, Inc., 3 TCM 1192 (1944), appeal (C) dismissed, 151 F.2d 1016 (C.C.A.8th 1945) ; 
V. U. Young, 5 T.C. 1251, 1257 (1945). From twelve additional memorandum decisions 
the Commissioner failed even to appeal decisions unfavorable to him on this point. 

21In Rudco Oil & Gas Co. v. United States, 82 F. Supp. 746 (Ct. Cl. 1949), the Com- 
missioner had assessed the deficiency in question on the theory that the taxpayer on 
distributing a corporate dividend in kind “realized taxable gain.” The Department of 
Justice before the Court of Claims “agreed that appreciation in value of assets held by a 
corporation which distributes those assets in kind does not constitute taxable gain to the 
corporation,” successfully relying rather upon another theory. See also the Commis- 
sioner’s position in J. T. S. Brown’s Son Co., and Dallas Downtown Development Co. 
(Dissolved), both note 20 supra. 
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distributor upon income or other gain realized from the property trans- 
ferred. The three categories of cases in which the courts have refused to 
treat the general rule as a categorical imperative have involved extensions 
of the Horst,” Court Holding Co.,”* and Gregory ** doctrines. 

The Horst Theory Cases. In the Horst case, it will be recalled, a 
father was held properly taxable upon bond interest income paid to a son 
who had received the coupons shortly prior to maturity as a gift from his 
parent, who retained ownership of the bonds and remaining coupons. The 
satisfactions accruing to the father through the son’s receipt of the 
interest income, made possible by the parent’s anticipatory assignment of 
the fruit of the tree rather than from a complete transfer of tree and 
fruit, were held sufficient ground for taxing the father with income actu- 
ally received by the son. This decision, in addition to giving rise to a 
truly lamentable host of horticultural metaphors, firmly established the 
propositions that attempted assignments of mere anticipatory rights to re- 
ceive income are to be ignored for tax purposes and that the income 
actually received by the transferee is to be attributed to the transferor. 
Thus a dividend in kind cannot be paid in assets which constitute mere 
anticipatory rights to income, such an attempt being ignored, at least to 
the extent of imputing to the corporate distributor all income or other 
gain realized by the stockholder from the rights so transferred. 

What Assets Constitute Property Which May Be Distributed as a 
Dividend in Kind? A wide variety of property rights have been treated 
as appropriate for distribution as dividends in kind. The permissive cate- 
gory has included such diverse property interests as farms,”* ranches,” 
office buildings,” voting trust certificates,** stock in a corporate sub- 
sidiary,* corporate stock in unrelated companies,*® corporate notes and 


22 Helvering v. Horst, 311 U.S. 112 (1940). It must be clearly borne in mind that the 
Supreme Court here was dealing only with the problem to whom income should be 
attributed, and not the more basic question of when is income realized. See Miller, Gifts 
of Income and of Property: What the Horst Case Decides, 5 Tax L. Rev. 1 (1949); 
Estate of W. G. Farriere, 15 T.C. No. 41 (1950). 

23 Comm’r v. Court Holding Co., 324 U.S. 331 (1945). 

24 Gregory v. Helvering, 293 U.S. 465 (1935). 

25 Paulina DuPont Dean, note 20 supra; Nemours Corp., 6 TCM 820 (1947) (com- 
panion case). 

26 Transcounties Corp. (cited sub nom. C. S. Chapman), 7 TCM 88 (1948). 

27 Dallas Downtown Development Co. (Dissolved), note 20 supra. 

28 Corinne S. Koshland, note 20 supra. 

29 Howard C. Platt Trust, 4 TCM 715 (1945), appeal (C) dismissed, 154 F 2d 1016 
(C.C.A.9th 1946); J. A. Folger & Co., 4 TCM 710 (1945) (companion case): G. W. 
Grandin, 4 TCM 1031 (1945). 

30 Henry S. McKee, 3 TCM 683 (1944), appeal (C) dismissed, 150 F.2d 404 (C.C.A.9th 
1945) ; Charles Russell McLean, Marlen Realty Co., and Herbert .G. Hanan, all note 20 
supra. 
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bonds,” fractional participating royalty interest in oil and gas leases,” 


an oil override,** a claim against a decedent’s estate,** warehouse receipts,” 
and wine inventory in bulk.** Even where the transferor’s adjusted cost 
basis of the assets distributed was zero, such property has nonetheless been 
treated as the proper subject of a true dividend in kind.*’ Nor need the 
asset be a capital one; “* depreciable or depletable property,*® real estate 
used in the trade or business,*° and inventory or stock in trade held for 
resale to customers in the ordinary course of the distributor’s trade or 
business ** have all on occasion been treated as proper subjects for divi- 
dends in kind. Indeed even stock upon which a cash dividend had been 
declared ** or bonds with interest past due ** have in the past been 
treated as the proper subject of a dividend in kind. The security, or tree, 
as well as the right to cash, or fruit, were both transferred; no claim of 
constructive receipt of the cash was made by the Commissioner against 
the distributing corporation. 

What Assets Constitute Mere Anticipatory Rights to Future Income 
Which Cannot Be the Subject of a Dividend in Kind? The leading case 
which correctly applies the principles of the Horst doctrine to corporate 
distributions in kind was decided recently by a unanimous Court of 
Claims.** In 1943 the directors of Rudco Oil & Gas Co. resolved “. . . 
that a dividend payable in kind by the transfer of interests in certain prop- 
erties of the company, be paid to the stockholders. . . .” * 

The properties in question consisted of some eighteen producing oil 
and gas leases ; undivided interests therein were transferred to the respec- 
tive stockholders in proportion to their stock ownership but only for such 
length of time as should prove necessary to pay the transferees a stated 


31 Transcounties Corp. (cited sub nom. C. S. Chapman), 7 TCM 88 (1948) ; Scientific 
Production Corp., 4 TCM 328 (1945). 

32 Beach Petroleum Corp., Ltd., 5 TCM 638 (1946). 

83 Horne Oil Co., 6 TCM 233 (1947). 

34 Bethlehem Globe Publishing Co., P-H B.T.A. Mem. Dec. {[42,393. 

85 J. T. S. Brown’s Son Co., note 20 supra. 

386 Acampo Winery & Distilleries, Inc., note 20 supra. 

87 Beach Petroleum Corp., Ltd., note 32 supra; Horne Oil Co., note 33 supra. 

38 See definition of capital asset in I.R.C. §117(a) (1), and cases cited in notes 39-41 
infra. 

38 Dallas Downtown Development Co. (Dissolved), note 20 supra; cases note 37 supra. 

40 Farle Real Estate Co., 6 TCM 667 (1947); Elgin Building Corp., 8 TCM 114 
(1949). 

41 J. T. S. Brown’s Son Co. and Acampo Winery & Distilleries, Inc., both note 36 supra; 
Elgin Building Corp., note 40 supra. 

42 Edith K. Timken, 3 TCM 631 (1944), appeal (C) dismissed sub nom. Nunan v. 
Timken, 1945 P-H [71,090 (C.C.A.5th 1945). 

43 Scientific Production Corp., note 31 supra. 

44 Rudco Oil & Gas Co. v. United States, 82 F. Supp. 746 (Ct. Cl. 1949). 

4582 F. Supp. 746 at 747. 
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sum of money out of the production from each lease, the total to be 
derived from all the leases being fixed at $60,200. Liability for all de- 
velopmental and operational expenses was assumed by the corporate 
transferor, which took deductions for the entire year’s depreciation on 
the equipment and structures erected on the leased premises. In some in- 
stances the transferor had acquired only a fractional working interest in 
the assigned leases whereas in others its ownership was complete. The as- 
signments to the stockholders were effective as of October 1, 1943 and the 
distributees having received a total of $59,461.80 by December 31, 1943, 
reassigned the leases to the distributor corporation on that date. 

On the foregoing facts it was held that the corporate distributor was 
properly chargeable with the income thrown off by the transferred leases — 
for the entire year 1943. Although the Commissioner had based his 
assessment against the corporation upon the theory that the distributor 
had realized income upon the distribution of a dividend in kind, the De- 
partment of Justice before the Court of Claims did not attempt to justify 
its position on that ground.** Rather, it was successfully urged upon the 
Court that the transfer involved mere anticipatory rights to income, the 
receipt of which for federal income tax purposes must, under the Horst,* 
Earl *® and Schaffner ** line of authority, be attributed to the corporate 
transferor. This decision, dealing with the proper attribution of income 
admittedly realized by someone, is felt to be correct. 

The same cannot, however, be said for the Fifth Circuit’s holding in 
First State Bank of Stratford.*© The taxpayer bank had in 1942 dis- 
tributed a dividend in kind consisting of certain customers’ notes which 
had been properly charged off as worthless and deducted with tax benefit 
by the bank in earlier years. Only notes reasonably expected to prove 
collectible in whole or in part were made the subject of this distribution. 
Substantial collections subsequent to the distribution were made on the 
stockholders’ behalf by the bank’s officers in the regular course of business. 

On these facts the Commissioner in his deficiency notice held the dis- 
tributing bank taxable in 1942 upon the sums realized on these notes in 
that year by the stockholders either “. . . as recoveries on bad debts or 
as a profit on the distribution of a dividend in kind.” * The Tax Court,* 


46 See note 21 supra. 

47 Helvering v. Horst, 311 U.S. 112 (1940). 

48 Lucas v. Earl, 281 U.S. 111 (1930). 

49 Harrison v. Schaffner, 312 U.S. 579 (1941). 

50Comm’r v. First State Bank of Stratford, 168 F.2d 1004 (C.C.A.5th 1948), cert. 
denied, 335 U.S. 867 (1948); Comm’r v. First State Bank of Matador, 172 F.2d 224 
(C.C.A.5th 1949) (companion case). See also Merchants National Bank of Mobile, 
14 T.C. No. 156 (1950). ; 

51 First State Bank of Stratford, 8 T.C. 831, 834 (1947) Nonacq. 

52 Idem. 
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on authority of General Utilities & Operating Co., held for the taxpayer 
on the second of the Commissioner’s contentions. As to the first conten- 
tion, the Tax Court likewise held for the petitioner, since the notes— 
constituting both tree and fruit—had been transferred outright to the 
stockholders. Thus the Horst and Eubank * cases were considered dis- 
tinguishable. Since no recovery on the notes was made by the taxpayer- 
bank, the recovery exclusion doctrine was deemed inapplicable. 

On appeal by the Commissioner, a divided Fifth Circuit sitting en banc 
reversed.** Judge Holmes speaking for the Court based this reversal upon 
a theory that an asset without cost basis may not be the subject of a divi- 
dend in kind, such an asset constituting, as a matter of law under the 
Horst and Eubank doctrine, a mere anticipatory right to income. This 
theory, aside from the questionable virtue of complete novelty, has nothing 
to recommend it. A series of Tax Court cases had earlier reached a con- 
trary result. 

There is more than a suggestion that the learned Circuit Judge was 
influenced by the asserted proposition that upon charge-off “. . . these 
notes ceased to be capital assets of the bank and became purely potential 
income. .. .” °° That the nature of assets admittedly capital is not 
changed by a complete recovery of basis should require no demonstration 
at this late date. In any event, non-capital assets have repeatedly been 
treated ** as proper subjects for distribution as dividends in kind. 

A final point deemed significant by Judge Holmes, in a rich admixture 
of avian and arborial metaphors,°® was the fact that no pro rata distri- 
bution or apportionment among the stockholders of the notes was effected 
prior to collection at the bank by an officer of the distributor. Under 
earlier case law both of these facts had been deemed irrelevant.” 

Three other circuit judges speaking through Judge Sibley, while for- 
mally concurring in the judgment and reasoning of the “majority” 


58 Helvering v. Eubank, 311 U.S. 122 (1940). 

54 Note 50 supra. 

55 Cases cited notes 32 and 33 supra. 

56 Comm’r v. First State Bank of Stratford, 168 F.2d 1004, 1006 (C.C.A.5th 1948). 

57 The Code definition of capital assets contained in section 117(a) (1), nowhere even 
mentions the presence or absence of cost basis as constituting a factor in the proper 
classification of assets as capital or non-capital. 

58 See cases cited notes 39-41 supra. 

59 At one point Southern rhetoric rises to an almost lyrical height in likening the 
modern stock corporation as it “feeds its stockholders upon dividends” to that fabulous 
bird “the life-rendering pelican.” (168 F.2d 1004 at 1009). Banquo’s ghost likewise 
manages to get into the act. (/bid.) Compare this same judge’s strictures in Hughes Tool 
Co. v. Comm’r, 147 F.2d 967, 971, n.3 (C.C.A.5th 1945), to the effect that “Courts should 
use legal language in writing their opinions; then the profession would understand 
what they mean.” 

60 See cases cited notes 32 and 33 supra, among others. 
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opinion, based their decision upon the third reason relied upon by Judge 
Holmes—failure of the bank to distribute the notes pro rata prior to col- 
lection. This fact, as already shown,” had heretofore been deemed devoid 
of tax significance. Even assuming the reality of the purported transfer 
of the notes, Judge Sibley felt that the bank was still chargeable with the 
income realized by its stockholders on a supposed analogy with Joliet & 
Chicago R. Co.,® and because a prior tax benefit had been gained by the 
corporation on the charge-off of the bad debts. This conclusion is hope- 
lessly at variance with the judicial major premise that the distribution of 
the notes by the bank was “. . . a real distribution of undivided property 
to the stockholders,” * and in consequence no recovery thereon could 
have been made by the bank. 

The two dissenting judges voted “ for affirmance for the reasons given 
by the Tax Court below. Their view seems clearly the correct one; the 
various views expressed by the majority are logically indefensible and 
represent an unwarranted departure from well established doctrines. 

The Court Holding Co. Theory Cases. A second line of authority 
taxing a corporation distributing assets as a dividend in kind with the 
income or gain thereon realized by the stockholders stems from an ex- 
tension of the Court Holding Co.® doctrine. There the Supreme Court 
had held that where assets are proportionally distributed in kind and sold 
by stockholders after all negotiations for the sale had been conducted by 
the corporation on its own behalf, the real vendor is the corporation. The 
precise scope of this doctrine long proved difficult to ascertain,” since the 
distinction between sales of assets by a corporation and sales of those same 
assets by the corporation’s stockholders following a distribution in kind, 
is at best “shadowy and artificial.” 

For this reason the Supreme Court in United States v. Cumberland 
Public Service Co. undertook to clarify the scope of its decision in Court 
Holding Co. There a closely-held corporation was desirous of selling its 
electrical transmission and distribution equipment to an REA financed 
cooperative. To avoid gain to the corporation a partial liquidating dis- 


61 Idem. 

62 United States v. Joliet & Chicago R. Co., 315 U.S. 44 (1942). 

63 Comm’r v. First State Bank of Stratford, 168 F.2d 1004 at 1011. 

64 Hutcheson and Waller, C. J. J. 

65 Comm’r v. Court Holding Co., 324 U.S. 331 (1945). 

66 Compare Howell Turpentine Co., 6 T.C. 364 (1946), rev'd, 162 F.2d 319 (C.C.A.5th 
1947), with Rose Kaufmann, 11 T.C. 483 (1948), aff'd, 175 F.2d 28 (C.C.A.3d 1949). 
See also Freeland, Recent Trends in the Court Holding Company Principle, in Procrep- 
INGS OF New YorK UNIveERSITY SEVENTH ANNUAL INSTITUTE ON FEDERAL TAXATION 
369 (1949); Magill, Sales of Corporate Stock or Assets, 47 Cor. L. Rev. 707 (1947) ; 
King, Sale of Stock and Purchase oj Assets, 4 Tax L, Rev. 378 (1949). 

67 338 U.S. 451 (Jan. 9, 1950), 50-1 USTC 19130. 
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tribution in kind was effected and thereafter sale was executed by the 
stockholders. The corporation itself never having planned to make the 
sale, the Court of Claims, with one dissent, had held Court Holding in- 
applicable. 

On these facts, as found by the court of first instance, the Supreme 
Court unanimously affirmed because: 


. . . Congress has imposed no tax on liquidating distributions in kind or 
on dissolution, whatever may be the motive for such liquidation. Consequently, 
a corporation may liquidate or dissolve without subjecting itself to the cor- 
porate gains tax, even though a primary motive is to avoid the burden of 
corporate taxation. 


The Gregory Theory Cases. A third method whereby the General 
Utilities doctrine has been circumvented by the Commissioner, has re- 
cently evolved in the Second Circuit. By an extension of the Gregory ® 
doctrine, first adumbrated in Fairfield Steamship Corp.,” the Second Cir- 
cuit has achieved a result which, at least in so far as the corporate distrib- 
utor is concerned, is identical with that achieved where Court Holding is 
deemed applicable. 

In the Gregory case, it will be recalled, a short-lived corporation, ad- 
mittedly created for the sole purpose of bringing a transaction within 
the literal terms of the corporate reorganization provisions of the Revenue 
Act of 1928, was in effect disregarded for tax purposes. Lack of any 
“business or corporate purpose” for the creation of the corporation was 
held to destroy the tax-exempt nature of the transfer. In the Fairfield 
Steamship case, Judge Learned Hand, originator of the Gregory doc- 
trine,” held that a corporate dissolution outwardly meeting all the 
technical requirements of section 112(b) (6) but motivated by a desire to 
minimize taxes, should be denied treatment as a tax-free liquidation. The 
language employed by the Court in the Fairfield case, both in its original 
opinion and in an addendum supplied for the express purpose of clarifying 
the “elliptical” wording of the original opinion, has served principally to 
mystify the tax bar.” 

Clarification of a sort, however, can perhaps be discerned in Commis- 


68 Judge Madden who relied upon his view expressed in Guinness v. United States, 73 
F. Supp. 119, 131 (Ct. Cl. 1947), cert. denied, 334 U.S. 819 (1948), that Court Holding 
represented a broad policy decision by the Supreme Court designed to penalize attempts 
at tax avoidance. 

69 Gregory v. Helvering, 293 U.S. 465 (1935). 

70 Fairfield Steamship Corp. v. Comm’r, 157 F.2d 321 (C.C.A.2d 1946), cert. denied, 
329 U.S. 774 (1946). 

7 Helvering v. Gregory, 69 F.2d 809 (C.C.A.2d 1934). 

72 Colgan & Molloy, Tax-Free Liquidations of Corporate Subsidiaries Under Section 
112(b) (6) of the Internal Revenue Code, 4 Tax L. Rev. 305, 332-3, n.148 (1949). 
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sioner v. Transport Trading & Terminal Corp.,"* where the Second 
Circuit again spoke through Judge Learned Hand. Here the taxpayer, a 
wholly-owned corporate subsidiary of American-Hawaiian Steamship Co., 
on October 21, 1940 declared a dividend in kind consisting of 10,000 
shares of the common stock of a third corporation, Pacific-Atlantic Steam- 
ship Co., the taxpayer having purchased this stock from its parent in 
1937 at public auction for $20,000. 

Pacific-Atlantic’s operations had proved unprofitable, so that by 1940 
its common stockholders were anxious to dispose of its vessels and to use 
the proceeds to retire all outstanding bonds and preferred stock. Pursuant 
to this desire, Pacific-Atlantic authorized its president, one Fleming, and 
a director, named Dant, to effect sales of its thirteen vessels. Thereafter 
nine were sold. Dant, on June 10, 1940, by promising that the sale of the 
remaining four vessels would be made for not less than $50 per dead 
weight ton, persuaded the other stockholders of Pacific-Atlantic to reject 
a British Ministry of Shipping offer to pay that sum. 

On October 21, 1940, it will be recalled, taxpayer had transferred its 
10,000 shares of Pacific-Atlantic common stock as a dividend in kind. 
Thereafter, on November 25, 1940 taxpayer’s corporate parent, American- 
Hawaiian, sold the 10,000 shares of Pacific-Atlantic for $582,285 to a 
corporation controlled by Dant, who chose this method of discharging his 
contractual obligation assumed the preceding June 10th. 

For the year 1940 American-Hawaiian reported income in the amount 
of $582,285 by reason of its receipt of the 10,000 shares of Pacific- 
Atlantic stock, against which the 85% intercorporate dividend credit was 
claimed. With this sum used as cost basis of the shares, no gain was 
reported on their sale. The Commissioner included $582,285, less the 
$20,000 cost basis of the stock, or $562,285, in taxpayer’s net income for 
1940. 

On the foregoing facts, the Tax Court“ held for the taxpayer on 
authority of General Utilities & Operating Co. The Commissioner’s 
reliance upon Gregory v. Helvering, Higgins v. Smith," and Fairfield 
Steamship Corp. was held ill-founded. The independent corporate busi- 
ness purpose test was held inapplicable to dividend declarations."* Actu- 
ality of transfer, not motivating design, was held to control. “If the 
declaration of a dividend is genuine and the transfer is unconditional and 


78 Transport, Trading & Terminal Corp., 9 T.C. 247 (1948) Nonacq., rev'd, 176 F.2d 570 
(C.C.A.2d 1949), cert. denied, 338 U.S. 955 (1950), rehearing denied, 339 U.S. 916 (1950). 

1 Transport, Trading & Terminal Corp., supra note 73. 

75 Higgins v. Smith, 308 U.S. 473 (1940). 

769 T.C. 247 at 254. 
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final, it is effective as such. Only where the transaction is unreal or a 
sham may it be disregarded for tax purposes.” * 

On appeal by the Commissioner, the Second Circuit, citing the Gregory 
case, reversed.”* Where an immediate sale by the stockholders of a pro- 
jected corporate dividend in kind is “within sure expectation,” formal 
title to those assets may be disregarded for tax purposes since “the pro- 
ceeds of the sale were in any event to reach the same treasury.” * Likewise 
disregarded was the fact, deemed of controlling importance in the Tax 
Court,®° that at the time of the dividend declaration no contract of sale 
had been entered into; indeed, not only had negotiations for sale not been 
pushed to an advanced stage, they had not even been commenced. 

In the Second Circuit’s opinion, since the motive behind the dividend 
declaration was tax minimization, the distribution could not be deemed 
a dividend within the meaning of section 115(a). Unless the distribution 
is “for the purposes of the Parent’s business” it simply does not consti- 
tute a dividend distribution. How the actual receipt of the sales price by 
the stockholders is to be treated taxwise is, of course, not discussed by 
the Court. 

In striking contrast to the general post-Bazley “ trend away from the 
independent corporate business purpose doctrine,** the Second Circuit 
thus reaffirms it in an expanded form: * 

The doctrine of Gregory v. Helvering, supra, which we here hold to be 
controlling, is not limited to cases of corporate reorganizations. It has a much 
wider scope ; it means that in construing words of a tax statute which describe 
commercial or industrial transactions we are to understand them to refer 


to transactions entered upon for commercial or industrial purposes and not 
to include transactions entered upon for no other motive but to escape taxation. 


This expanded interpretation placed upon the Gregory case by the 
Second Circuit in recent years appears irreconcilable with the current view 
of tax minimization activities taken by the Supreme Court.** Tax con- 


77 Idem. 

78176 F.2d 570, 572 (C.C.A.2d 1949). 

79 Idem. 

809 T.C. 247 at 255-6. 

81 Bazley v. Comm’r, 331 U.S. 737 (1947). 

82 Estate of Elise W. Hill, 10 T.C. 1090, 1094-6 (1948) ; Estate of John B. Lewis, 10 
T.C. 1080, 1085-1090 (1948), aff’d sub nom. Harriet S. W. Lewis, et al., Trustees v. 
Comm’r, 176 F.2d 646 (C.C.A.1st 1949) ; Ivins, The Business Purpose Rule in Corporate 
Recapitalization in ProceepIncs or NEw York UNIVERSITY SEVENTH ANNUAL INSTITUTE 
ON FeperaAL TAxATIon 1161 (1949); Tarleau, The Business Purpose Doctrine and Cor- 
porate Reorganizations and Recapitalizations in PROCEEDINGS OF THE TAX INSTITUTE, 
UNIVERSITY OF SOUTHERN CALIFORNIA SCHOOL OF Law 247 (1949). 

83Comm’r v. Transport, Trading & Terminal Corp., 176 F.2d 570, 572 (C.C.A.2d 
1949). 

84 United States v. Cumberland Public Service Co., note 67 supra. Cf. also, Comm’r v. 
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sequences follow the real nature of the transaction not vice versa, or 
as the Court said in the Cumberland Public Service Co. case: 


Whatever the motive and however relevant it may be in determining 
whether the transaction was real or a sham, sales of physical properties by 
shareholders following a genuine liquidation distribution cannot be attributed 
to the corporation for tax purposes. 


Summary. In summation, then, it should be noted that no decided 
case has been found supporting the Commissioner’s often reiterated 
view * that the distribution of a dividend in kind as such results in gain 
to a corporate distributor. Sale or other disposition by stockholders of 
a dividend distributed to them in kind will normally be without income tax 
significance to the distributor corporation. Where the distribution is 
genuine and the corporation did not in fact “make” the sale, an overall 
desire on the part of the individual stockholders to minimize taxes is of 
no tax significance. The extreme view of the Gregory doctrine espoused by 
the Second Circuit ** is not being followed by the Tax Court,** and seems 
contrary to the Supreme Court’s latest pronouncements on this subject. 

Income or other gain from the transferred assets will likewise continue 
to be recognized to the corporate transferor where a true Horst situation 
is met with, or where a distribution in kind followed by a sale legitimately 
falls within the true scope of the Court Holding Co. doctrine, as limited 
by the Cumberland Public Service Co. decision. 


Tax EFFECT UPON STOCKHOLDERS RESULTING FROM THE RECEIPT 
OF A DIVIDEND IN KIND 


Dividends in kind, by definition, cannot consist of cash or of securities 
in the distributing corporation itself. As so delimited, dividends in kind 
have always been deemed as taxable as cash,** the vagaries of the stock 
dividend rule being mercifully non-applicable. 

Section 115(j) of the Code provides that a dividend in kind consti- 
tutes gross income in the hands of the recipient stockholder to the extent 
of the distribution’s fair market value at the time such distribution be- 
comes income to the stockholder. Of course, the extent to which the fair 
market value of the distribution constitutes ordinary dividend income is 


Culbertson, 337 U.S. 733 (1949). The language of the Tax Court in Transport, Trading 
& Terminal Corp., 9 T.C. 247 (1947), and of the Supreme Court in the Cumberland 
case are strikingly similar. Note the Bureau’s acquiescence in Frank E. Gilman, Trans- 
feree, 14 T.C. 833 (1950). 

85 See cases cited note 20 supra. 

86 This Circuit’s opinions in Fairfield Steampship Corp. and Transport, Trading & 
Terminal Corp. do not, in the author’s opinion, represent good law. 

87 H. Dixon Smith, Inc., 8 TCM 790 (1949); Frank E. Gilman, Transferee, note 84 
supra. 


88 Peabody v. Eisner, 247 U.S. 347 at 349-350 (1918). 
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limited to the existence of earnings or profits of the taxable year or 
earnings or profits accumulated since March 1, 1913.°° 

Once both such classes of earnings or profits have been exhausted, any 
excess fair market value possessed by the assets distributed in kind is 
deemed a return of capital to the extent of the adjusted cost basis of the 
stock upon which the dividend is declared.°° Thereafter any earnings or 
profits accumulated and increases in value of property accrued prior to 
March 1, 1913 are received tax-free,” with all further gains being treated 
as long or short-term capital gains, depending upon the length of time 
the stock upon which the dividend in kind is declared has been held.** 


EFFECT UPON CORPORATE EARNINGS OR PROFITS OF THE DISTRIBUTION 
OF A DIVIDEND IN KIND 


Augmentation 


The distribution of a corporate dividend in kind has uniformly been 
held to constitute neither a sale,** since no consideration is received by the 
distributor, nor an exchange,” since the distributee surrenders nothing 
therefor. No transaction closed as to the corporate distributor being 
deemed to have occurred, the distributor’s earnings or profits are not 
augmented by a dividend in kind,” since no taxable gain or loss is realized 
upon the distribution.” 


89 T.R.C. §§115(a), (b). 

90 T.R.C. §115(d). 

91 Higginson v. United States, 81 F. Supp. 254 (Ct. Cl. 1948) ; Hanna Iron Ore Co. v. 
United States, 49-2 USTC {9488 (E.D. Mich. 1949), and cases there cited. 

92T.R.C. §115(d). 

93 “Tt is plain that no actual sale was made of the stock, for there was no price agreed 
upon or paid for it... .” First Savings Bank of Ogden v. Burnet, 53 F.2d 919, 920 
(App. D.C. 1931). “This was no sale; ....’ General Utilities & Operating Co. v. 
Helvering, 296 U.S. 200 at 206 (1935). See also International Freighting Co., Inc. v. 
Comm’r, 135 F.2d 310 at 313 (C.C.A.2d 1943). 

94 Cf. Reg. 111, Sec. 29.111-1; Reg. 111, Sec. 29.112(a)-1. 

95 Herbert G. Hanan, Charles Russell McLean, Elizabeth N. Sager, Paulina DuPont 
Dean, V. U. Young, all cited note 20 supra; Henry S. McKee, note 30 supra; G. W. 
Grandin and Howard C. Platt Trust, both note 29 supra; Estate of John H. Acheson, 
3 TCM 1242 (1944), appeal (C) dismissed, 1946 P-H 972,356 (C.C.A.5th 1946) ; Edith K. 
Timken, note 42 supra; Walter B. Congdon, Trustee, 3 TCM 516 (1944), appeal (C) 
dismissed sub nom. Nunan vy. Congdon, 150 F.2d 1021 (C.C.A.8th 1945) ; Avalon Invest- 
ment Corp., 2 TCM 207 (1943), appeal (C) dismissed, 1944 P-H 61,093 (C.C.A.6th 
1944) ; Jane Easton Bradley, 9 T.C. 115, 120 (1947) ; National Carbon Co., Inc., 2 T.C. 
57 (1943) Nonacq., aff'd on appeal (C), 1944 P-H {61,110 (C.C.A.2d 1944); Beach 
Petroleum Corp., Ltd. note 32 supra. But see Comm’r v. Wakefield, 139 F.2d 280 
(C.C.A.6th 1943) ; Timberlake v. Comm’r, 132 Fed. 259 (C.C.A.4th 1942); Benzel v. 
Comm’r, 75 F.2d 989 (C.C.A.2d 1935), cert. denied, 296 U.S. 579 (1935); Susan T. 
Freshman, 33 B.T.A. 394 (1935), appeal dismissed, C.C.A.2d Nov. 17, 1936, C.C.A.3d 
Nov. 27, 1936; opinion of Whitaker, J., concurring in Guinness v. United States, 73 
F. Supp. 119, 134 (Ct. Cl. 1947), cert. denied, 334 U.S. 819 (1948). 

%6 See cases cited note 20 supra. 
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The correctness of this rule seems greatly reinforced by the enactment 
of section 115(1) of the Code.*’ That section of the law, as interpreted 
by the Supreme Court,** and the lower federal judiciary,” establishes as 
a major premise the rule that, in general, corporate earnings or profits 
are augmented only when and to the extent that taxable income is realized 
by reason of a closed transaction. 


Diminution 


Although the distribution of a dividend in kind effects the realization of 
neither gain nor loss, nor increases accumulated earnings or profits, the 
distribution clearly reduces the corporation’s net worth and has uniformly 
been held to effect a diminution of the distributor’s earnings or profits.*®° 
From this point forward, however, all semblance of uniformity in the 
cases as to the extent to which the value of the assets distributed should 
diminish earnings or profits vanishes. 

Where Fair Market Value Is Less Than Cosi. The leading case on 
this far from settled point, R. D. Merrill Co.,*° holds that where the fair 
market value of the dividend in kind upon the distribution date is less than 
the distributing corporation’s adjusted cost basis, earnings or profits are 
nonetheless to be reduced by cost. There the distributee, R. D. Merrill Co., 
a personal holding company, owning 50% of the stock of T. D. & R. D. 
Merrill, Inc., received a dividend in kind having a fair market value of 
$202 at date of distribution but with an adjusted cost basis to the cor- 
porate distributor of $77,316.77. Although under section 115(j) the 
dividend was taxable to R. D. Merrill Co. only to the extent of $202, the 
distributor’s earnings or profits were reduced by the full adjusted cost. 

The Tax Court said: “When the res distributed leaves the corporation, 
that investment, i.e., that amount of corporate assets, also leaves, actually 


97 This section of the Code, added by section 501 of the Second Revenue Act of 1940, 
retroactive to all prior tax years, has been held merely declaration of existing law. 
Comm’r v. Fisher, et al., Executors, 327 U.S. 512 (1946). 

®8 Comm’r v. Wheeler, 324 U.S. 542 (1945); Comm’r v. Southwest Lumber Co., 333 
U.S. 496 (1948) ; Comm’r v. Fisher, et al., Executors, supra note 97. 

99 Advance Aluminum Castings Corp. v. Comm’r, 168 F.2d 353 (C.C.A.7th 1948) ; 
Frederick Smith Enter. Co. v. Comm’r, 167 F.2d 356 (C.C.A.6th 1948) ; J. L. Goodman 
Furniture Co., 11 T.C. 530 (1948) Acq. 

100 Reynolds Spring Co., 12 T.C. 110 (1949), aff’d, 181 F.2d 638 (C.C.A.6th 1950), 
petition for Cert. T, filed June 29, 1950; Herbert G. Hanan, note 20 supra; Beach 
Petroleum Corp., Ltd., note 32 supra; R. D. Merrill Co., 4 T.C. 955 (1945). See also 
General Securities Co., 42 B.T.A. 754 (1940), aff'd, 123 F.2d 192 (C.C.A.10th 1941) ; 
First Savings Bank of Ogden v. Burnet, 53 F.2d 919, 921 (App. D.C. 1931) ; concurring 
opinion of Whitaker, J. in Guinness v. United States; and National Carbon Co., both 
note 95 supra. 

1014 T.C. 955 (1945). 
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and physically; and nothing less than a charge of cost, i.e., the money 
originally converted to property, will represent the true financial situa- 
tion.” *°? This somewhat naive statement overlooks the well established 
fact that earnings or profits do not inhere in any given assets. The con- 
cept of earnings or profits as used in the Code is rather one created to 
serve tax accounting convenience than to represent a tax-significant 
quality inhering in concrete physical assets.*** The Tax Court’s attempt 
therefore to equate a distribution of accumulated earnings or profits with 
the adjusted cost of given assets, the distribution of which in no way 
contributed to such earnings or profits, remains logically uncompelling. 
In addition, as shall be demonstrated, this rule is fraught with grave tax 
avoidance possibilities that run counter to the basis upon which sections 
115(a) and (b) are premised. 

Nonetheless, a like holding was made in the recent case of Reynolds 
Spring Co.*** There the problem was to determine what reduction in 
the taxpayer’s equity invested capital for excess profits tax purposes was 
necessitated by a past distribution (not out of earnings or profits) of a 
dividend in kind having an adjusted cost basis of $2,412,875.83, and a 
fair market value at time of distribution of $742,830. Invested capital was 
held to have been reduced by the cost, not the fair market value of the 
property distributed. 

Where, however, the problem has been one of computing the undis- 
tributed subchapter A net income of a personal holding company, a dif- 
ferent rule has been applied. A gratuitous distribution in kind of stock 
in another company was held in General Securities Co.*” to effect a dis- 
tribution of earnings or profits only to the extent of the dividend’s fair 
market value, or $1,068.33, rather than $103,899.17, the cost to the 
corporate distributor. 

Justification for this holding was found in the legislative history behind 
the special Code provisions dealing with the taxation of personal holding 
companies. The basic intent of Congress to tax either the stockholder 
or his incorporated pocketbook enables the latter to escape the ruinous 
personal holding company rates only to the extent that the individual tax- 
payer is charged with taxable income. A gratuitous corporate distribution 
in kind was therefore held to reduce subchapter A net income only to the 


1024 T.C. 955 at 962-3. This fallacy is enthusiastically embraced by Raum, supra 5 at 
610-613. 

108 National Carbon Co., note 95 supra. 

104 Note 100 supra. 

105 Note 100 supra. In the course of its discussion the Board let fall the following 
dictum: “It is true that property dividends reduce earnings and profits by their cost 
basis to the corporation which declares the dividends, ....” (42 B.T.A. 754 at 756). 


} 
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extent to which such distribution is taxed to the recipient stockholder 
i.e., the fair market value of the property on the distribution date. 

Where Fair Market Value Exceeds Cost. Where the fair market value 
of property distributed gratuitously in kind exceeds the adjusted cost 
to the distributing corporation, there is respectable authority *°* for the 
proposition that the distributor’s earnings or profits should be reduced 
not by the cost of the dividend distributed but by the full fair market value 
thereof, that is, by the amount taxable to the stockholders under section 
115(j). Judicial authority to a contrary effect, 1.e., that earnings or 
profits are to be reduced by cost, is to be found in a dictum contained in 
the Tax Court’s unanimous opinion in the R. D. Merrill Co. case which 
was thereafter followed in a 1946 memorandum opinion,’” as well as by 
Judge Whitaker concurring in Guinness v. United States.” 

The Better Rule. The conflict of judicial authority on this point remains 
acute, the cases themselves having on occasion espoused almost all possible 
positions.*°® The scant legislative guidance discernible remains inconclu- 
sive.*° The moving principle behind section 115(1), that of affording a 
uniform treatment to the tax computation of gross income and earnings 
or profits, might conceivably be cited in favor of the view that earnings or 
profits should always be reduced by cost, whether fair market value is 


106 Herbert G. Hanan, note 20 supra. 

107 Beach Petroleum Corp., Ltd., note 95 supra. 

108 Note 95 supra. 

109 The cases have held that where the fair market value of property distributed as a 
dividend in kind is Jess than cost, corporate earnings or profits are to be reduced by cost 
(R. D. Merrill, note 2 supra; Reynolds Spring Co., note 100 supra) ; where fair market 
value exceeds cost, then earnings are to be reduced by cost (Beach Petroleum Corp., Ltd., 
note 32 supra) ; where fair market value exceeds cost, then earnings are to be reduced by 
fair market value (Herbert G. Hanan, note 20 supra) ; and where fair market value is 
less than cost, sub-chapter A net income is to be reduced only by fair market value 
(General Securities Co., note 100 supra). The taxpayer’s application for certiorari in 
the Reynolds Spring case affords an excellent opportunity to the Supreme Court to settle 
this greatly controverted question of such moment to the proper protection of the revenues. 

110 For example, section 27(d) of the Code relating to computing the corporation 
dividends paid credit, provides for computing the basic surtax credit by reason of divi- 
dends in kind on the basis of either the adjusted basis of the property distributed in the 
distributor’s hands, or fair market value at time of payment, whichever is lower. The 
courts have not seemingly attempted to apply this double-barrelled rule to the reduction 
of earnings and profits for other tax purposes. 

That the Congress has long been aware of some of the tax avoidance possibilities in- 
herent in corporate dividends in kind appears from the Ways and Means Committee’s 
Report to accompany H.R. 6712, the abortive so-called Revenue Revision Act of 1948, 
p. 22, section 24. Section 120 of that Bill was designed to limit the inter-corporate divi- 
dend credit in a manner similar to that imposed upon the dividends paid credit by section 
27(d). The final legislative solution contained in section 122(a), Revenue Act of 1950, 
charges the recipient corporation with ordinary income to the extent the transferor’s 
basis of the assets transferred as a dividend in kind is exceeded by such asset’s fair 
market value at time of distribution. 
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greater or less. On the other hand, the principle of General Securities Co. 
seems persuasive in its own context. 

To the writer, section 115(1) is aimed at providing a uniform rule for 
the increase of earnings or profits, whereas the purpose behind section 
115(b) must be looked to in diminishing earnings or profits. Congress 
cannot safely be presumed to have been any less desirous of taxing dis- 
tributions of earnings under sections 115(a) and (b) than under sub- 
chapter A. The better rule therefore is that earnings or profits are 
diminished by the fair market value of the assets distributed in kind 
totally without regard to the adjusted cost of such assets. 


Is A DIVIDEND IN KIND ACQUIRED OUT OF EARNINGS OR PROFITS FULLY 
TAXABLE UNDER SECTION 115(a) wiTHOUT REGARD TO THE 
EXISTENCE OF post-MaArcH 1, 1913 EARNINGS or PROFITS 
FROM OTHER SOURCES? 


Although this query should be deemed settled in the negative by the 
enactment of section 115(1), this tax specter raised by the Binzel case, 
that “fuzzy” decision, still walks abroad. The Board of Tax Appeals 
in Edward Bose** held that a January 3, 1929 dividend in kind, distrib- 
uted neither in complete nor partial liquidation, of National City Bank 
stock with a fair market value of $273 per share on the distribution date 
and an average cost of $62.98 per share, was taxable to the stockholders as 
ordinary income to the full extent of fair market value. The question 
whether the distributing corporation possessed sufficient post-March 1, 
1913 accumulated earnings or profits to cover the full fair market value of 
the distribution was not discussed, seemingly being assumed. 

The Second Circuit affirmed the Board’s holding under the name of 
Binzel v. Commissioner," on two alternative grounds. Firstly, the bur- 
den of proving that accumulated post-March 1, 1913 earnings were in- 
sufficient was held to lie upon the taxpayers. They had clearly failed to 
discharge that burden. Secondly, and more disturbingly, the Court ap- 
peared to hold that if the National City Bank stock had been acquired out 
of post-March 1, 1913 earnings or profits, then such stock continued to 
constitute earnings or profits in the hands of the stockholders to whom it 
had been distributed in kind as a dividend quite apart from the presence 
or absence in the corporate distributor of earnings or profits derived from 


other sources. 


111 The characterization is that of Paul, note 1 supra, and has been enthusiastically 
seconded by Rudick, ibid. 


112 P-H B.T.A. Mem. Dec. {34,285. 
118 75 F.2d 989 (C.C.A.2d 1935), cert. denied, 296 U.S. 579 (1935). 
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Thereafter the same problem arose in Henry S. Wakefield,* where the 
Nashville Securities Co. declared a dividend in kind of stocks and se- 
curities in other corporations purchased out of post-March 1, 1913 earn- 
ings or profits. At time of distribution the fair market value of the divi- 
dend was greatly in excess of the earnings or profits available for 
dividend distribution. On authority of Estate of H. H. Timken,™* the 
Tax Court held the stockholders chargeable with dividend income only to 
the extent of corporate earnings accumulated subsequent to March 1, 1913 
unaffected by the increment in value experienced by the property dis- 
tributed in kind which, of course, remained unrealized for purposes of 
computing the corporate distributor’s gross income. 

On the Commissioner’s appeal to the Sixth Circuit this holding was 
reversed.*® The assets, admittedly acquired by the corporation out of 
post-March 1, 1913 earnings or profits, were held to retain their nature as 
earnings in the hands of the stockholders, whether or not any increment 
in their value had ever been formally realized so as to augment the dis- 
tributor’s earnings account. 

In light of section 115(1) and the Supreme Court’s decision in Com- 
missioner v. Wheeler," it now appears clear that corporate earnings or 
profits are not increased by sales, exchanges or distributions of property 
of such a kind that the realization of gain therefrom is postponed for 
purposes of computing the vendor or distributor’s gross income."* The 
law appears well settled that the distribution of a corporate dividend in 
kind results in neither gain nor loss to the distributor in computing its 
gross income,"** nor in the increase of the distributor’s earnings account.’” 

The Tax Court initially limited the Sixth Circuit’s holding in the 
Wakefield case by holding that the fair market value of assets acquired not 
out of post-March 1, 1913 earnings but in a capital transaction, was tax- 
able to the recipient stockholders as dividend income only to the extent 
of earnings unaugmented by unrealized increments in the value of the 


114 P-H B.T.A. Mem. Dec. {[42,425. 

115 47 B.T.A. 494 (1942) Nonacq., aff'd, Comm’r v. Timken, 141 F.2d 625 (C.C.A.6th 
1944). 

116 Comm’r v. Wakefield, 139 F.2d 280 (C.C.A.6th 1943). See also Timberlake v. 
Comm’r, 132 F.2d 259 (C.C.A.4th 1942). 

117 324 U.S. 542 (1945). 

118 Notes 98, 99 supra. See also White Brothers Co., 7 TCM 570 (1948), aff’d, 180 F.2d 
451, 452 (C.C.A.5th 1950) ; May, Stern & Co. v. Comm’r, 181 F.2d 407 (C.C.A.3d 1950), 
petition for Cert. (T) filed May 26, 1950; Busch’s Kredit Jewelry Co., Inc., 7 TCM 977 
(1948), rev’d on appeal (T), 179 F.2d 298 (C.C.A.2d 1950), petition for Cert. (G) denied 
May 29, 1950. 

119 Note 20 supra. 

120 Note 95 supra. 
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distributed assets.*** And in this position the Tax Court has universally 
been sustained by the appellate courts,*” including the Sixth Circuit.*** 

More recently, the Tax Court has expressly refused to follow the Wake- 
field case, even on its own facts, holding the source from which the dis- 
tributed corporate assets had been acquired to be immaterial.’** Under 
the Code,’”* as interpreted by current case law,’** this position of the Tax 
Court seems correct. 


SALES TO STOCKHOLDERS OF CORPORATE ASSETS FOR LEss THAN 
Farr MARKET VALUE 


In General 


Subject to the special limitations imposed by sections 24(c), 44, 112(b), 
and 118, the recognition of gain or loss upon the sale for fair market 
value of assets by a corporation to its stockholders is not at all inhibited 
by section 115. Nor does the existence of a spread between purchase price 
and fair market value favorable to the purchasing stockholder necessarily 
constitute a dividend distribution to the extent of available post-March 
1, 1913 earnings or profits if the purchase price was fixed in advance at 
a time when such option price represented the full fair market value of 
the assets.**”” Where, however, a bargain sale of corporate assets is made 
to stockholders at a price which does not reflect the fair market value of 
those assets either when the option is created or when it is exercised, it is 
indeed difficult *** today to avoid the conclusion that a dividend has been 
distributed under section 115(a) in the amount of the spread between 


121 This theory seems to have been first consciously advanced by the Tax Court in 
Herbert G. Hanan, note 20 supra, although Estate of H. H. Timken, ibid., was the 
ostensible authority relied on. Accord, Charles Russell McLean, Elizabeth N. Sager, 
both note 20 supra; Estate of John H. Acheson, note 95 supra. 

122 [bid. 

123 Estate of H. H. Timken, note 115 supra. 

124 Although Jane Easton Bradley, note 2 supra, and Paulina DuPont Dean, note 20 
supra, decided in 1947, both rejected Wakefield outright, refusing to rely on the “dis- 
tinction” drawn in the Hanan case, the Court as early as 1944 had refused, on authority 
of section 115(1), to hold that property acquired by a corporation out of post-March 1, 
1913 earnings must be deemed earnings in the hands of the stockholders when paid out 
as a dividend irrespective of the availability of post-March 1, 1913 earnings from other 
sources. Estate of John H. Acheson, note 95 supra. 

125 T.R.C. §115(1). 

126 See cases cited notes 98, 99, 118 supra. 

127 Palmer v. Comm’r, 302 U.S. 63 (1937). 

128 William A. Boyd, 5 TCM 791 (1946), aff'd per curiam, 171 F.2d 546 (C.C.A.6th 
1949) ; Elizabeth Susan Strake Trust, 1 T.C. 1131, 1136 (1943); F. W. Leadbetter, 2 
TCM 626 (1943); Eastern Carbon Black Co. v. Brast, 104 F.2d 460 (C.C.A.4th 1939) ; 
John Q. Shunk, 10 T.C. 293 (1948), aff'd on this point, 173 F.2d 747 (C.C.A.6th 1949) ; 
J. E. Timberlake, 46 B.T.A. 1082 (1942), aff’d, 132 F.2d 259 (C.C.A.4th 1942). 








ot 


= < 


it 
f 
le 
sf 


ns 


1950] SOME TAX ASPECTS OF CORPORATE DISTRIBUTIONS IN KIND 77 


purchase price *” paid and fair market value on the distribution date 


(to the extent that post-March 1, 1913 earnings are available for dis- 
tribution). 


Sale of Physical Assets 


A more difficult problem is whether the bargain sale itself serves to 
augment the vendor corporation’s gross income and therefore its earn- 
ings or profits, in the full amount of the spread between adjusted cost and 
fair market value of the assets transferred without regard to the con- 
sideration actually received. In the leading case of Eastern Carbon Black 
Co. v. Brast,**° a bargain sale of a product manufactured by a corporate 
vendor to its two stockholders “at a grossly inadequate price’ was held 
ineffective to shift all the profit realized on sales by the transferee-stock- 
holders. With the gross income of the manufacturing corporation in- 
creased by the spread between fair market value and the price paid by the 
two corporate stockholders, the earnings or profits of the distributor would 
likewise be increased. 

The problem whether earnings are self-generated through bargain sales 
is not a matter of immediate moment where earnings accumulated since 
March 1, 1913 from other sources are admittedly adequate to cover any 
possible spread between purchase price and fair market value. All the 
decided cases consulted appear to fall within this category. For example, 
in J. E. Timberlake ** stockholders, purchasing from their corporation 
stock in a second company for $100 per share at a time when such shares 
were possessed of a fair market value of $150 per share, were held to 
have received a dividend in the amount of the spread of $50 per share. 
Corporate earnings or profits from other sources sufficient to cover the 
dividend were admittedly possessed by the corporate vendor. 

In addition, the stock in question had been purchased out of post-March 
1, 1913 earnings, and so under one interpretation of the Binzel case, the 
entire spread was held ipso facto to constitute corporate earnings in the 
hands of the distributee stockholders. A third possibility—that the full 
market value of the assets sold should be imputed to the selling corpora- 
tion with resulting increase in its gross income and earnings—was not 
considered. In view of the present untenability of the Binzel doctrine, this 
third possibility requires exploration where accumulated earnings or profits 


129 “Purchase price” in this connection means the amount of cash paid, or if property 
is employed, the adjusted cost basis of such property in the hands of the transferring 
buyer. Non-interest bearing purchase money notes must be discounted. 

180 Note 128 supra. 

181 [dem, 
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are otherwise insufficient to cover the spread between sales price and fair 
market value of the corporate assets sold. 

In the absence of authoritative holdings establishing the proper rule, it 
would appear that persuasive argument can be made that income in the 
amount of the spread should not be imputed to the distributing corpora- 
tion. This conclusion flows from the fact that the amount of the spread 
represents a dividend in kind, the distribution of which, under General 
Utilities & Operating Co., cannot result in realization of gross income 
by the corporate distributor. A fortiori, therefore, section 115(1) rejects 
any contention that earnings or profits are thereby increased. 

It may, on the other hand, be argued with perhaps even greater per- 
suasiveness that the parties, having voluntarily designated the transaction 
as a sale, cannot be heard to complain if the Commissioner and the courts 
elect to take them at their word.**? A sale for less than fair value between 
parties not dealing at arm’s length presents a proper occasion for an 
exercise by the Commissioner of his broad statutory powers *** to allocate 
income in order that such income may be clearly reflected for federal tax 
purposes. 

If the fair market value upon transfer of the assets sold be imputed to 
the vendor, then its gross income, and hence its earnings, will thereby be 
sufficiently increased to cover the spread. Where the distributing cor- 
poration’s adjusted cost basis is, however, equal to or in excess of the 
fair market value at time of the sale, then the Commissioner cannot 
contend that the sale for less than, fair value has generated its own earn- 
ings out of which the spread is deemed distributed as a section 115(a) 
dividend. 


FreE Use oF CorRPORATE FACILITIES 
Premises 


Similar problems affecting earnings or profits arise from the granting 
of privileges of free user of corporate facilities to stockholders. A stock- 
holder who is also a corporate officer or other employee, will normally be 
held *** to be in receipt of extra compensation in the amount of the fair 
rental or market value of the company facilities furnished him free of 


182 Cf, Higgins vy. Smith, 308 U.S. 473, 477-8 (1940) ; Royal Marcher, 32 B.T.A. 76, 
81-2 (1935), appeal dismissed, C.C.A.2d Feb. 4, 1936. 

133 Under I.R.C. §§41 and 45. 

134 J, Simpson Dean, 9 T.C. 256, 267 (1947), appeal (T) dismissed, 1949 P-H 71,039 
(C.C.A.3d 1949) ; Percy M. Chandler, 41 B.T.A. 165, 178 (1940), aff’d, 119 F.2d 623, 628 
(C.C.A.3d 1941); Charles A. Frueauff, 30 B.T.A. 449 (1934); Reynard Corp., 30 
B.T.A. 451 (1934) Acq. on this point; Reynard Corp., 37 B.T.A. 552 (1938), appeal 
dismissed, 1938 P-H {4.68 (C.C.A.2d 1938); Peter Jung, Jr., P-H Mem. Dec. 41,411. 
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charge except, of course, where such facilities are furnished for the 
convenience of the employer.**° Specific written agreement between the 
corporation and the stockholder-employee does not appear to be a matter 
of moment under current case law. 


Logical Conclusions 


It should follow that the corporate employer would be entitled to an 
additional deduction for salaries paid to the extent that the total com- 
pensation received by the employee-stockholders did not exceed a reason- 
able allowance. Earnings or profits would, however, be reduced by the 
total amount paid without regard to the reasonableness of the sums so 
paid out as salary. It should likewise follow that the Commissioner could 
charge the corporate employer with constructive receipt of rental income 
in the full amount of the fair rental value of the property, to the extent 
at least that a reasonable allowance for personal services actually rendered 
was not exceeded. Similar rules would, in general, appear applicable to 
the free use by executive officers and other employees of other types of 
company property. 

In cases where stockholders, not salaried executives or other employees, 
are allowed free use of corporate facilities or property, the tax results 
would seem to be somewhat different. The free use of company assets 
would appear to constitute the distribution of a dividend. Whether such 
a constructive dividend should properly be looked upon as a dividend in 
kind or in cash still remains obscure. 


Hard Reality 


The decided cases, however, do not always reflect syllogistic logic. 
. Where a high salaried sole-stockholder president has argued that the 
fair rental value of living quarters furnished to him free by the cor- 
poration should be treated as a dividend, the Board, faced by a seeming 
absence of accumulated earnings, has strained to hold the value of the 
quarters extra compensation.*** Had the corporate employer been con- 
structively charged with receipt of the fair rental value of the apartment, 
gross income and consequently earnings or profits would have been cor- 
respondingly increased. The Board has, however, for reasons which 
still remain obscure, specifically refused to impute the constructive receipt 
of income to such a corporate employer.**’ 


185 Arthur Benaglia, 36 B.T.A. 838 (1937) Acq., appeal (C) dismissed, 97 F.2d 996 
(C.C.A.9th 1938); George Lamaze, P-H B.T.A. Mem. Dec. {40,158; Greene v. 
Kanne, 1938 P-H 5.310 (D.C. Hawaii 1938) ; Renton v. Kanne, 1938 P-H {5.11 (D.C. 
Hawaii 1938). See also Mim. 6472, 1950 Int. Rev. Buty. No. 6 at 2 (1950). 

136 Reynard Corp., 30 B.T.A. 451 (1934). 

187 [bid. at 454, Nonacq. on this point. 
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In the absence of stock ownership, a widowed mother who performed 
incidental but nonetheless valuable services for a family real estate hold- 
ing corporation, has been held *** not chargeable with the $900 fair rental 
value of a house occupied by her rent-free, where title to such property was 
vested in a corporation all the stock of which had been given by her de- 
ceased husband to their son and daughter. The Tax Court thus, in effect, 
held the corporation distributed a constructive dividend to its stockholders 
who in turn made a gift to their mother. The view that what occurred was 
really a gift by the corporation directly to the mother, though com- 
mending itself to judicial favor in a less tax-wary **° age, is no longer in 
vogue.**° 


Tax AVOIDANCE THROUGH GRATUITOUS CORPORATE DISTRIBUTIONS 
IN KIND 


Non-liquidating withdrawals of corporate earnings at capital gains rates 
have too long been attempted by frontal assaults upon section 115(c) and 
the reorganization provisions of section 112(b). Ingenuity of counsel 
has been checked, and well-nigh brought to a complete standstill, by 
sophisticated judicial *** and executive *** legislation. A genuine under- 
standing of the effects upon earnings or profits, as those terms are 
employed in section 115, of gratuitous corporate distributions in kind can 
add much to the tax attorney’s thinking. 

Reduction of Earnings or Profits by Cost. Where accumulated earn- 
ings or profits are deemed depleted by the adjusted cost of corporate 
assets gratuitously distributed in kind without regard to the fair market 
value of those assets at the time of distribution, the distributor’s earnings 
account may be swept clear at a nominal income tax cost to the share- 
holders by the distribution of a dividend in kind of assets acquired at 
large cost but having a small market value at the date of distribution. The 
same result may be achieved by the sale of such assets to the stockholders ; 


138 Bertha Gritmon, 4 TCM 552 (1945). 

139 Hillman v. Comm’r, 71 F.2d 688 (C.C.A.3d 1934); Richards v. Comm’r, 111 F.2d 
376 (C.C.A.5th 1940). 

140 Chandler v. Comm’r, 119 F.2d 623, 626-7 (C.C.A.3d 1941), overruling Hillman case, 
note 139 supra. See also dissenting opinion of Sibley, C. J., in Richards case, note 139 
supra. 

141 Comm’r v. Estate of Bedford, 325 U.S. 283 (1945); Bazley v. Comm’r, 331 U.S. 
737 (1947); Comm’r v. Phipps, 336 U.S. 410 (1949); Kirschenbaum vy. Comm’r, 155 
F.2d 23 (C.C.A.2d 1946), cert. denied, 329 U.S. 726 (1946); Estate of John B. Lewis, 
Estate of Elise W. Hill, both note 82 supra. The list could be prolonged almost ad 
infinitum. 

142 For example, the Treasury’s post-Bazley position. DeWind, Preferred Stock “Bail- 
Outs” and the Income Tax, 62 Harv. L. Rev. 1126 (1949); Darrell, Recent Develop- 
ments in Nontaxable Reorganizations and Stock Dividends, 61 Harv. L. Rev. 958 (1948). 
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this is true even where section 24(b) intervenes to disallow the loss in 
computing the selling corporation’s net income.** Thereafter, corporate 
assets possessed of large fair market value, or even cash, may be distrib- 
uted, except to the extent of such earnings as may accrue before the 
close of the distributor’s taxable year, tax-free to the extent of the ad- 
justed cost basis of the stockholders’ shares, with any overplus being 
taxed only at capital gains rates. 

Should the corporation possess no assets of high cost basis but small 
present fair market value, such assets may be acquired under section 
112(b) without loss of such basis, thus circumventing the Phipps *** deci- 
sion. That case establishes that deficits in earnings or profits cannot be 
acquired or transferred under section 112(b), but the possibility remains 
that assets, the disposition of which in kind or through sale will work a 
substantial reduction in earnings, can be so acquired. In view of the mul- 
tiplicity of business motives available to justify almost any corporate 
activity, it would seem that with reasonable care informed taxpayers 
may be able to avoid the vague terrors of the section 112(k) or section 
129 **° Scylla with the same ease that they now avoid the Higgins 
Charybdis. 

Nature of the Asset Distributed in Kind. Any asset, éxcept property 
essentially a substitute for payments expressly characterized as gross in- 
come by section 22(a),*** may constitute the subject of a corporate dis- 
tribution in kind. Where the asset is received by the stockholders in com- 
plete or partial liquidation of the distributing corporation, any gain or loss 
realized by the distributee is a capital one.*** Thus in Susan J. Carter *** 
oil brokerage contracts providing for payments in return for services that 
had been fully rendered at the time of such contracts’ distribution, were 
made the subject of a liquidating distribution by a dissolving corporation. 


143A Joss (other than a wash sale loss with respect to which a deduction is dis- 
allowed under the provisions of section 118 or corresponding provisions of prior revenue 
laws) may be recognized though not allowed as a deduction (by reason, for example, 
of the operation of sections 24(b) and 117 and corresponding provisions of prior revenue 
laws) but the mere fact that it is not allowed does not prevent decrease in earnings and 
profits by the amount of such disallowed loss.” (italics added) Reg. 111, Sec. 29.115-12. 

144Comm’r v. Phipps, note 141 supra. 

145 Cf, Alprosa Watch Corp., 11 T.C. 240 (1948) ; Commodores Point Terminal Corp., 
11 T.C. 411 (1948) Acq. 

146 Hort v. Comm’r, 313 U.S. 28, 31 (1941). 

147 .R.C. §115(c). 

1489 T.C. 364 (1947) Nonacq., aff'd, Comm’r v. Carter, 170 F.2d 911 (C.C.A.2d 1948). 
Accord, Westover v. Smith, 173 F.2d 90 (C.C.A.9th 1949). On this subject see Brodsky 
& King, Tax Savings Through Distributions in Liquidation of Corporate Contracts, 27 
Taxes 806 (1949); Brodsky, Planning Business Transactions to Produce Capital Gains 
in ProckepINGS OF NEw York UNIVERSITY SEVENTH ANNUAL INSTITUTE ON FEDERAL 
Taxation 302, et seg. (1949). 
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Although the contracts admittedly represented rights to receive gross 
income upon the mere lapse of time with no further services required on 
the obligee’s part, the contracts were held taxable to the stockholder at 
capital gains rates. In addition, since the total sum to be received under 
the contracts remained uncertain, the value of these contracts was held 
taxable to the recipient stockholder only as income therefrom was actu- 
ally received.**® Had the corporation retained the contracts and received 
payments thereunder, such sums would clearly have constituted ordinary 
income. An interesting problem would arise should the Commissioner at- 
tempt to charge the distributing corporation with the income received by 
its stockholders on the authority of the Eubank and Schaffner decisions. 

Identity of the Distributee. No particular tax avoidance possibilities 
appear to have arisen which turn upon the nature or identity of the dis- 
tributee so far as individuals are concerned. The same cannot, however, 
be said with equal confidence of trusts, partnerships, and corporations. 

Trusts as Distributees. Where a trust instrument vests discretion in the 
trustee to allocate dividends between income and corpus, the impact of 
the federal income tax can be more adequately controlled than where the 
stockholder is simply an individual.*° The assets received by the trust and 
taxed to it can be passed on to the remaindermen without tax to them, 
whereas if the settlor had retained ownership of the stock upon which 
dividends in kind were to be declared, he would have had to pay an income 
tax upon the receipt of such dividend as well as a gift tax upon the trans- 
mittal of the assets so received to the ultimate takers. 

Simple factual situations such as a sale of corporate assets for an 
inadequate price to trusts owning the distributor’s capital stock have not, 
it is true, proved too difficult for the courts.** More complex factual situa- 
tions involving sale for an inadequate price by a wholly-owned subsidiary 
of assets in kind to personal trusts created by the stockholders of the 
vendor’s corporate owner, have on occasion served so to confuse a court 
as to result in material tax avoidance by the parties in interest.** 

Corporations and Partnerships as Distributees. In addition to the uses 
to which sheer complexity may be put as a tax avoidance device, corporate 
distributions in kind may also highlight the unusual results flowing from 
the fact that each distributee may have a tax accounting period different 
from the transferor’s. These possibilities have proved of at least equal 
moment as tax avoidance devices if the distributee is a partnership. 


149 On authority of Burnet v. Logan, 283 U.S. 404 (1931). 

150 Cf, Anthony J. Drexel Biddle, Jr., 11 T.C. 868 (1948) Acq. 

151 Hlizabeth Susan Strake Trust, 1 T.C. 1131 (1943). 

152'V, U. Young, 5 T.C. 1251 (1945), on rehearing, 6 T.C. 357 (1946). 
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Partnerships, though not separate taxable entities, do constitute separate 
accounting units and as such not infrequently have accounting periods 
which differ from those of the individual partners. This fact can serve 
to delay the receipt of income by the individual partners for at least a 
year subsequent to the time when the item of income would have been 
taxable except for the intervention of the partnership between the cor- 
porate distributor and the individual partners.*** 


CONCLUSION 


Although the Commissioner tenaciously contends that a corporate dis- 
tributor of a dividend in kind does thereby realize gross income and 
augment its earnings, the law seems well settled that such is not the case. 
A transaction must be closed for the purpose of computing gross income 
in order to effect an augmentation of earnings or profits. Where gain is 
realized but where recognition thereof is postponed for purposes of com- 
puting gross income, earnings are not augmented. 

Diminution of corporate earnings, however, is by no means so closely 
integrated with the reduction of gross income as is the augmentation 
thereof. The cost of an asset sold for fair value to a third party is of 
basic moment in the computation of gain or loss for normal and surtax 
purposes, as well as for computing additions to or diminutions of earn- 
ings. Cost, however, is not necessarily determinative of the reduction in 
earnings where assets are not sold but are distributed as dividends in kind. 
The case law on this point is in confusion; the better rule, however, is 
that the fair market value of the asset distributed “at the time as of which 
it becomes income to the stockholder,” not cost, is the proper amount by 
which to reduce corporate earnings. Any other rule opens the door to the 
frustration of the Congressional policy embodied in section 115(b) 
where cost is greater than fair market value and to the taxation of the 
same corporate earnings to the stockholders twice where fair markei value 
exceeds cost. 

158 Shunk, et al. v. Comm’r, note 128 supra. Other aspects of this decision, especially 


that delaying realization of income till disposition of the assets received in kind, must 
be accepted with caution. Cf., for example, Boyd v. Comm’r, note 128 supra. 








Fiduciary Gains And Losses—An Income 
Tax Chameleon 


JOSEPH HAWLEY MURPHY 


a treatment to be accorded the gains and losses of an estate or trust 
has confronted fiduciaries and beneficiaries since the early days of the 
income tax. Simply stated, the problem is this: when an estate or trust 
realizes a gain from the sale of property, is it to be reported as income in 
the fiduciary return and passed along as such to the beneficiary, thus 
entitling the fiduciary to a deduction, or is it to be considered a distribution 
of principal to the beneficiary, non-taxable to him and non-deductible by 
the fiduciary? Or, on the debit side, assume that an estate or trust suffers 
a loss on the sale of property. May it take an income tax deduction for 
the loss on its fiduciary return? If so, is this to be subtracted from the 
share distributed to the beneficiaries, thus reducing the income returnable 
by them, or charged to principal, leaving income distributions unaffected ? 
Or is the loss deductible directly by the beneficiaries ? 


Common Law BAcKGROUND 


Generally speaking, gain on the sale or exchange of any part of principal 
of a trust is ordinarily treated as principal.* However, it may be pro- 
vided that the life beneficiary of a trust shall be entitled to receipts which 
would otherwise be retained in the trust as principal. Of course, the 
beneficiaries of an estate being administered may receive frequent dis- 
tributions of principal as well as of income.® 

Losses of a trust or estate are ordinarily charges upon principal in the 
same manner as extraordinary expenses.‘ In fact, capital gains taxes 
themselves fall into this category of principal charges.° 


Joseph Haw.tey Murpnuy is Associate Professor of Law, Syracuse University 
College of Law, formerly Attorney, Office of Chief Counsel, Bureau of Internal Revenue, 
Office of Legislative Counsel, U.S. Treasury Department, and Office of General Counsel, 
U.S. Treasury Department. 


12 Scort, Trusts 1259 (1st ed. 1939) ; DopcE AND SULLIVAN, EstATE ADMINISTRATION 
AND AccouNTING 464 (lst ed. 1940) 
22 Scort, op. cit. supra note 1, at 1274. 
3.N. Y. Pers. Prop. Law §17-b. 
42 Scort, op. cit. supra note 1, at 1263; DopcE AND SULLIVAN, op. cit. supra note 1. 
52 Scott, op. cit. supra note 1, at 1263. 
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Reference has been made to both trusts and estates. While there is 
considerable similarity between them, they are not the same. Originally, 
the rights of a legatee were enforced in the ecclesiastical courts while 
the cestui que trust sought relief in Chancery. 

Executors and administrators are, of course, fiduciaries,® as is a 
trustee.” Their duties, however, are ordinarily limited to administering 
and distributing the estate.* The trustee is more than a mere administrator 
and liquidator. He has long range equitable duties to deal with the trust 
estate for the benefit of both life beneficiaries and remaindermen.®° 


LEGISLATIVE BACKGROUND 


The 1913 income tax law provided that “Guardians, trustees, executors, 
administrators, agents . . . and all persons, corporations or associations 
acting in any fiduciary capacity, shall make and render a return of the 
net income of the person for whom they act, subject to this tax, coming 
into their custody, control or management and shall be subject to all the 
provisions of this section which apply to individuals.” *° Under this, 
fiduciaries were treated as agents and not as entities, despite a later 
assertion of the Commissioner to the contrary, upon which he was unsuc- 
cessful in the courts.** 

This treatment ran counter to established common law concepts and 
was of short duration. The Revenue Act of 1916 provided: * 


Income received by estates of deceased persons during the period of adminis- 
tration or settlement of the estate, shall be subject to the normal and additional 
tax and taxed to their estates, and also such income of esates or any kind of 
property held in trust, including such income accumulated in trust for the 
benefit of unborn or unascertained persons, or persons with contingent in- 
terests and income held for future disposition under the terms of the will 
or trust shall be likewise taxed. . . . Provided, that where the income is to be 
distributed annually or regularly between existing heirs or legatees, or bene- 
ficiaries, the rate of tax and method of computing the same shall be based in 
each case upon the amount of the individual share to be distributed. 


It was also required that fiduciaries file returns of income.** With this 
Act, therefore, the taxation of the trust or estate as an entity commenced 
and the fiduciary was thereafter treated as a taxable person.** 


6 RESTATEMENT, Trusts §6(j). 

7 Ibid. §2. 

8 Ibid. §6(b). 

9 Ibid. §2. 

10 Tariff Act of 1913, Sec. II, {B, 38 Stat. 168 (1913). 

11 Smietanka v. First Trust and Savings Bank, 257 U.S. 602 (1922). 
12 Revenue Act of 1916, Sec. 2(b), 39 Stat. 756 (1916). 

18 [bid. Sec. 8(c), 39 Stat. 762 (1916). 

14 McCauley vy. Comm’r, 44 F.2d 919 (C.C.A.5th 1930). 
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The Revenue Act of 1916 had required that income distributable to the 
beneficiary be included in his return. Under the 1918 ** and 1921 ** Acts 
this approach was clarified. The income of estates and trusts was divided 
into two classes. The estate or trust was taxed on income held for 
unascertained or unborn persons or on that retained for future distribution. 
Income distributable was taxed to the individual receiving it and not to 
the estate or trust. 

The situation was still one of some confusion and tax evasion.’ Begin- 
ning with the 1924 Act the scheme of the previous acts was carried one 
step further.** The tax in the first instance was placed on the fiduciary. 
In some cases the estate or trust was permitted to reduce or avoid the 
tax by deducting from net income payments or credits to the beneficiary 
who, of course, was obliged to take such income up in his individual return. 

This treatment of the problem remained substantially unchanged until 
1942. Under what became section 161 (a) of the Code in 1939, the regular 
income tax was made applicable to the income of estates and trusts. This 
included (1) income accumulated in trust for the benefit of unborn or 
unascertained persons or those with contingent interests, and income accu- 
mulated or held for future distribution under the terms of a will or trust; 
(2) income which is to be distributed currently by the fiduciary to the 
beneficiaries and income collected by a guardian of an infant which is to be 
held or distributed as the court may direct ; (3) income received by estates 
of deceased persons during the period of administration or settlement of 
the estate; and (4) income which, in the discretion of the fiduciary, may 
either be distributed to the beneficiaries or accumulated. 

Section 162 covered deductions for income distributions. Section 
162(b) allowed a deduction of income to be distributed currently by the 
fiduciary to the beneficiaries and for that collected by a guardian of an 
infant to be held or distributed on court order. Section 162(c) permitted 
a deduction for the amount of estate income for the taxable year which 
was properly paid or credited during such year to any legatee, heir, or 
beneficiary. The amount allowed as a deduction by both subsections was 
required to be included by the recipient in his return. 

These sections of law were clear enough, in and of themselves, but 
when viewed in the context of principal accretions or losses and against 
the backdrop of the common law rules governing trusts and estates in 
these regards, there was occasion for considerable confusion. This was 


15 Revenue Act of 1918, Sec. 219, 40 Star. 1071 (1919). 

16 Revenue Act of 1921, Sec. 219, 42 Strat. 246-7 (1921). 

17 Sen. Rep. No. 398, 68th Cong., Ist Sess. (1924), 1939-1 (Part 2) Cum. Buty, 283; 
H.R. Rep. No. 179, 68th Cong., Ist Sess. (1924), 1939-1 (Part 2) Cum. Butt. 256. 

18 Revenue Act of 1924, Sec. 219, 43 Stat. 275-6 (1924). , 
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especially true when recourse was had to the effect of state law upon 
fiduciary distributions and the extent to which a testator or settlor could 
influence them by his directions. 


Errect oF LocaL Law 


It is axiomatic that state law may control only where the federal 
taxing act by express language or necessary implication makes its own 
operation dependent upon such law.*® However, it must be conceded that 
state law does create the legal interests giving rise to trust and estate 
income, albeit the federal statute may determine tax incidents attaching 
to them.*° And it should be remembered that, from a Constitutional stand- 
point, income, and that alone, is taxed.* 

Our scheme of taxation has drawn a line between gifts, bequests, and 
devises, which are not considered income,” and other receipts which are 
so treated. On one side are annuities, except as otherwise covered 
legislatively,** spousal elective shares,” will settlements,” and the like, 
and on the other, receipts from trusts and bequests of income.” 

Like everything worth arguing about in the law, the line must be drawn 
somewhere, and the principles of the decisions alluded to above indicate 
it is drawn at income.** But income itself may be the result of certain 
legal relationships, such as those of ancestor and heir, or life tenant and 
remainderman. While the interpretation of a federal taxing statute may 
not be a matter of local concern, it would seem that the definition of 
these legal relationships is within the province of the states.” 

On this premise it would appear, therefore, that whether “income” was 
“distributed currently” under section 162(b) or “properly paid or cred- 
ited” under section 162(c), would be a matter governed by applicable local 
rules concerning estate and trust administration. Particularly would this 
be true with respect to accretions or diminutions of trust or estate corpus. 

This is not to gainsay the established principle that accretions of any 


19 Burnet v. Harmel, 287 U.S. 103 (1932). 

20 Tdem. 

21 Bowers v. Kerbaugh-Empire Co., 271 U.S. 170 (1925). 

227.R.C. §22(b) (3). It might be noted that inheritances were treated as income by 
the Income Tax Act of 1894 (28 Star. 553 (1894)). 

23 Helvering v. Pardee, 290 U.S. 365 (1935); Burnet v. Whitehouse, 283 U.S. 148 
(1931). 

24T.R.C. §22(b) (2). 

25 Cf. Helvering v. Butterworth, 290 U.S. 365 (1933). 

26 Lyeth v. Hoey, 305 U.S. 188 (1938). 

27 Irwin v. Gavit, 268 U.S. 161 (1925); Helvering v. Butterworth, supra note 25. 

28 Irwin v. Gavit, supra note 27, at 168. 

29 Lyeth v. Hoey, supra note 26. 
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type may be taxed.*° From the scheme of the statute it was very clear that 
the Congressional intent was to tax trust and estate income to someone.™ 
It was in deciding to whom it was taxable under the statute that local law 
came into play. 

The decisions on the question indicate that the influence of local law 
in resolving these problems is significant, but they are far from satis- 
factory as laying down any well-marked path of reasoning. In Estate of 
Henry H. Rogers * it was said that state law is to be resorted to in deter- 
mining whether capital gains of an estate are to be considered income dis- 
tributed and hence deductible. In Baltzell v. Casey,** the District Court 
for Massachusetts said : ** 


Certainly no fiat of the federal government can change the basic rights inter 
se of the beneficiary and trustee ; it cannot entitle the former to accretions of 
principal, nor make him chargeable with losses of principal. 


Other decisions, while not employing equally strong language, quite 
clearly indicated that the determination whether amounts distributed by 
a fiduciary were income, deductible by it and taxable to the recipient, de- 
pended upon local law * or, to say about the same thing, the terms of the 
instrument creating the relationship.** Another opinion characterized the 
effect of local law as “persuasive,” *’ and a large number of decisions in 
fact relied upon local law in deciding whether capital gains should be 
distributed as income or principal.** 

The fact that under the revenue system capital gains constitute taxable 
income did not prevent state law from making that income part of the 
estate immediately upon its realization.*® The rationale of the pre-1942 
cases is that local law concludes the administration of a trust or estate to 
the extent of determining what is distributable, even though for federal 
tax purposes the character of the amount distributed and the resultant tax 


30 Merchant’s Loan and Trust Co. v. Smietanka, 255 U.S. 509 (1921) ; Taft v. Bowers, 
278 U.S. 470 (1928). 

31 See, e.g., Anderson v. Wilson, 289 U.S. 20 (1932); Old Colony Trust Co., et al., 
Executors, 38 B.T.A. 828 (1938). 

821 T.C. 629 (1943), 143 F.2d 695 (C.C.A.2d 1944), cert. denied, 323 U.S. 780 (1944). 

33] F.2d 29 (D.C. Mass. 1924), aff'd sub nom. Baltzell v. Mitchell, 3 F.2d 428 (C.C.A. 
Ist 1925), cert. denied, 268 U.S. 690 (1925). 

34 Supra note 33, 1 F.2d 30. 

35 Adrenghi v. Helvering, 100 F.2d 406 (C.C.A.2d 1938), cert. denied, 307 U.S. 622 
(1939). 

86 Walter S. Gurnee, et al., Executors, 13 B.T.A. 262 (1928). 

37 Judson v. United States, 15 F. Supp. 62 (Ct. Cl. 1936). 

38 Florence M. Sweet, 44 B.T.A. 871 (1941) ; Old Colony Trust Co., et al., Executors, 
supra note 31; County National Bank & Trust Co. v. Helvering, 122 F.2d 29 (App. D.C. 
1941) ; Jennie Arrott Adams, 44 B.T.A. 408 (1941). 

89 Anna M. Chambers, et al., Trustees, 33 B.T.A. 1125 (1936) ; Bourchenal vy. Comm’r, 
150 F.2d 482 (C.C.A.6th 1945). 
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are controlled by the applicable revenue act.*° In short, this is tantamount 
to saying that when the Congress used the term “distributable currently” 
in section 162(b) or “properly paid or credited” in section 162(c), in 
speaking of income, it intended that resort be had to local law to deter- 
mine whether this, in fact, had been done.** 


SPECIAL STATUTORY TREATMENT OF EsTATE GAINS AND LOSSES 


It will be recalled that, under the earlier revenue acts and until 1921, 
capital gains and losses were treated as ordinary income, subject to normal 
tax and surtax rates. With the Revenue Act of 1921 capital gains on 
assets held for more than two years were taxed at 12'2% and a subse- 
quent act placed similar limitation on capital losses. This afforded 
separate tax treatment for capital gains and losses, somewhat as they are 
presently handled by states such as New York. 

The 1934 Act returned to the pre-1921 concept of including capital 
gains along with ordinary income. However, instead of treating all of 
the gain as income, this Act initiated the technique of including only a 
percentage of the gain. In this respect, losses were treated similarly.* 

Apparently the lawmakers did not consider that capital gains of estates 
or trusts presented any special problems as long as they were not accorded 
entirely separate treatment. However, when the Revenue Act of 1921 
extended such treatment to them, special provision for fiduciary gains 
and losses was made. Accordingly, section 206(c) of the Act of 1921 
provided : ** Shi 


In the case . . . of an estate or trust, the proper part of each share of the 
net income which consists, respectively, of ordinary net income and capital 
net gain shall be determined under rules and regulations to be prescribed by 
the Commissioner with the approval of the Secretary and shall be separately 
shown in the return of the . . . estate or trust and shall be taxed to the... . 
beneficiary or to the estate or trust as provided in sections 218 and 219, but 
at the rates and in the manner provided in subdivision(b) of this section. 


The section was subsequently expanded to meet capital loss provisions and 
amplified along other lines not here material. 

It is difficult to evaluate the utility of this section. Although it was 
alluded to in some cases, it is apparent by its very terms that it did not 


40 Arthur J. Letts, Jr., 30 B.T.A. 800 (1934), aff'd, Letts v. Comm’r, 84 F.2d 760 
(C.C.A.9th 1936). 

41 Simon v. Hoey, 88 F.Supp. 754 (S.D.N.Y. 1949), aff'd per curiam, 180 F.2d 354 
(C.C.A.2d 1950), cert. denied May 29, 1950. 

42 For an interesting discussion of the history of the treatment of capital gains and 
losses under our tax system, see H.R. Rep. No. 2333, 77th Cong., Ist Sess. (1942), 
1942-2 Cum. Butt. 396. 

48 Revenue Act of 1921, Sec. 206(c), 42 Strat. 233 (1921). 
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solve the problem of determining the tax incidence of principal gains. 
It merely provided a vehicle for dealing with them once their taxability had 
been ascertained. Suffice it to say that this special provision lasted only 
as long as the separate treatment of capital gains and losses, and was 
omitted from the Revenue Act of 1934 “* because the changed treatment 
of capital gains and losses made it no longer necessary.“ 


CAPITAL GAINS OF ESTATES AND TRUSTS 


The Commissioner early took the position that the sale of trust or 
estate property at a gain resulted in income to the fiduciary.“© A number 
of cases followed this line of reasoning and amplified it by holding that 
the gain was not income to the beneficiary and, in the case of post-1924 
distributions, not deductible by the fiduciary.’ 

The gist of these decisions was that under applicable state law, nothing 
to the contrary being contained in the terms of the will or trust concerned, 
capital gains are income to the fiduciary and thereupon become corpus, 
whether retained or later distributed. As the Board said in Old Colony 
Trust Co., et al., Executors: * 


. . . Although the amount in question was “income of the estate for the tax- 
able year” and “income received by the estate of a deceased person during the 
period of administration or settlement of the estate,” and was in fact dis- 
tributed in the taxable year “by the fiduciary to the beneficiaries” and “properly 
paid or credited during such year to a legatee, heir or beneficiary” and thus 
is literally described in the statute it is nevertheless, by virtue of prior 
decisions, not deductible by the fiduciaries. . . . 


44 Revenue Act of 1934, 48 Stat. 680 (1934). 

45 H.R. Rep. No. 704, 73d Cong., 2d Sess. (1934), 1939-1 (Part 2) Cum. Buti. 578; 
Sen. Rep. No. 558, 73d Cong., 2d Sess. (1934), 1939-1 (Part 2) Cum. But. 586. 

46 S.M. 5644, V Cum. Butw. 277 (1926) ; L.O. 1012, 2 Cum. Buti. 34 (1920). 

47 Louise P. V. Whitcomb, 4 B.T.A. 80 (1926); Marguerite V. Whitcomb, 5 B.T.A. 
191 (1927), aff'd, Whitcomb v. Blair, 25 F.2d 528 (App. D.C. 1928); William H. 
Hotchkiss Estate, 16 B.T.A. 1334 (1929); Marshall Stearns, Administrator, 24 B.T.A. 
269 (1931), aff'd, 65 F.2d 371 (C.C.A. 2d 1933), cert. denied, 290 U.S. 670 (1933) ; 
Anna M. Chambers, et al., Trustees, 27 B.T.A. 971 (1933), aff'd, 77 F.2d 95 (C.C.A.3d 
1935); Walter F. Austin, Trustee, 18 B.T.A. 1098 (1930); Moulton Green, Trustee, 
24 B.T.A. 1121 (1931); Lehigh Valley Trust Co., Executor, 34 B.T.A. 528 (1936) ; 
Judson v. United States, supra note 37; Anna M. Chambers, et al., Trustees, supra 
note 39; Estate of Richard O’Brien, 31 B.T.A. 149 (1934); William B. Weigel, et al., 
Trustees, 34 B.T.A. 237 (1937), aff'd, 96 F.2d 387 (C.C.A.7th 1938); Spreckels v. 
Comm’r, 101 F.2d 721 (C.C.A.9th 1939), reversing Adolph Bernard Spreckels, 37 B.T.A. 
709 (1937) ; Florence M. Sweet, supra note 38; S. F. Durkheimer, 41 B.T.A. 585 (1940) ; 
Estate of Henry H. Rogers, supra note 32; Frazer v. Driscoll, 40 F. Supp. 838 (W.D. Pa. 
1942) ; Simon v. Hoey, supra note 41; Bourchenal v. Comm’r, supra note 39; Mary 
Hadley Case, 8 T.C. 343 (1947). The above cases are cited, generally, in the order of 
the respective revenue act concerned. 

48 Supra note 31, 38 B.T.A. 829-30. 
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However anomalous the statement may appear to be, it is nevertheless cor- 
rect to say that what the legatees received by these distributions as the prin- 
cipal on their legacies under the will were shares of estate income; i.e., what 
was income to the executors became upon distribution a realization of principal 
to the legatees. 


Treatment of a typical case is illustrated by Simon v. Hoey.** The 
decedent died in New York in 1938 leaving a will admitted to probate in 
the same year. The instrument was silent as to income realized by his 
estate during administration. The executors adopted a fiscal year running 
from May 3, 1938 to April 30, 1939, and during such year had short-term 
capital gains of $504,378.95 which were earmarked in a special “Cash 
Income-Principal Account.” Later in the same year the beneficiary was paid 
$483,126.51 from this account with an accompanying letter stating that 
pursuant to section 218 of the Surrogate’s Court Act of New York, re- 
lating to the payment of legacies, the executors were distributing income, 
capital gains, and principal. The letter stated that capital gains had been 
$531,307.21, capital losses, $26,928.26, cash income, $43,728.67, and 
commissions, $21,252.44, with a sum reserved. A distribution of $125,000 
principal was also made. The same figures were included in the final 
account of the executors which was approved in 1940. 

In 1939 the executors obtained a ruling from the Bureau that the 
capital gain was income taxable to the estate and that no deduction was 
allowed for its distribution. It was so returned and a refund sought. 

The plaintiffs asserted it amounted to income properly paid or credited 
under section 162(c) and was deductible by the estate and taxable to the 
recipient. The Collector contended that it was a payment of principal and 
that it could not be properly paid or credited as income. 

The Court analyzed the provisions of the Code and stated that, in the 
absence of a prohibition in the will or in the law of the state where it is 
being administered, capital gains of an estate may be properly paid as 
income to a beneficiary. However, whether it is properly paid is a matter 
for state law. It concluded that the law of New York, as illustrated by 
Bank of Richmondville v. Graves,”° required capital gains to be treated as 
an accretion to principal and that they could not be distributed as income. 
Accordingly, the refund was denied. 

Although the Court in this case evidently thought that the weight of 
authority favored the treatment of capital gains as distributable income, 
it seems quite apparent from an analysis of the matter that this is not 
entirely accurate. Most jurisdictions, following accepted trust and estate 


49 Supra note 41. 
50259 App. Div. 4, 18 N.Y. Supp. 2d 133 (3d Dept. 1940), aff'd, 284 N.Y. 671, 30 N.E. 
2d 720 (1940). 
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accounting principles, treat capital gains as corpus accretions. Most cases 
decided under sections 161 and 162 looked to state law for the proper 
treatment of capital accretions. 

The extent to which state law was occasionally analyzed is seen in Jennie 
Arrott Adams.” There the beneficiary of a spendthrift trust sold stock 
at a gain, which was retained in corpus and never distributed. In a twin 
trust for her sister the Orphans’ Court of Allegheny County, Pennsyl- 
vania, allocated a similar gain as income to the beneficiary. The Com- 
missioner argued that, on the basis of the decision in the case of her sister, 
the taxpayer was taxable on the gain. The Board examined Pennsylvania 
law and concluded that the gain was properly added to corpus. 

However, local law may result in a determination that principal accre- 
tions have been distributed as income. In Arthur J. Letts, Jr.*? a California 
decree approved the distribution of capital gains as current income. The 
Board held it taxable to the distributee. A similar result was reached in 
the case of another beneficiary of the same trust.” 

In Estate of Philipina Schaub ™ a New York decedent left realty, 
allegedly in trust, directing that it be sold and the proceeds distributed to 
legatees. The Board held that the gain on the sale was taxable to the 
fiduciary and that the distributions to the beneficiaries came as a tax-free 
inheritance. On appeal the estate argued that no trust of the property 
had been created and that the property passed directly to the legatees sub- 
ject to a mere power of sale which, under applicable New York statutes,” 
left the executors merely as agents, with the gain received by and taxable 
to the beneficiaries. The Second Circuit adopted this view,”* adding: 
“The profit was payable to them as profit because it was part of the pro- 
ceeds of the sale of the farm.” ™ 

The concept that real property specifically devised passes directly to 
the devisee and that any fiduciary powers over it are merely those of an 
agent, is sound enough on the basis of a common law holding that no 
trust in fact existed. Even so, its present application to personal property 
is to be doubted,®* although prior to the Revenue Act of 1916, which 
initiated the entity treatment for fiduciaries, a view to that effect was at 
one time entertained by the Bureau.*® However, after the 1916 Act 


51 Supra note 38. 

52 Supra note 40. 

53 McNaghten v. United States, 17 F. Supp. 509 (Ct. Cl. 1937). See also Lawrence 
Fox, et al., Trustees, 31 B.T.A. 1181 (1935). 

5440 B.T.A. 486 (1939). 

55 N.Y. Rear Prop. Law §137. 

56 Weber v. Comm’r, 111 F.2d 766 (C.C.A.2d 1940). 

57 Ibid. at 768. 

58 United States v. Britten, 161 F.2d 921 (C.C.A.3d 1947). 

59S. 1374, 2 Cum. But. 96 (1920). 
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fiduciaries were treated as entities. Accordingly, given a valid trust, which 
was not the case in the Schaub decision, the entity artificiality should be 
observed.” 


THe 1942 AMENDMENT 


The advent of increased individual income tax rates and the tendency 
of the Commissioner to view with disfavor schemes calculated to facilitate 
the splitting of income, emphasized a weakness in section 162 which in 
some instances operated to the disadvantage of the revenue. Numerous 
cases have been cited in which income realized during the taxable year 
was, by virtue of state law, accumulated as part of principal and distrib- 
uted in that form to beneficiaries during the same year. Thus such in- 
come was neither taxable to the beneficiaries nor deductible by the fidu- 
ciaries.™ 

In Adolph Bernard Spreckels * accumulated income from a trust was 
distributed as corpus in the same year it was collected. The Commissioner 
was successful before the Board in contending that it was taxable to the 
beneficiary as income distributed, but he lost in the Ninth Circuit. The 
Board reached the result of the Ninth Circuit in S. F. Durkheimer,” 
where a distribution to a residuary legatee included income accumulated 
during the same year.® 

It was evidently considered that where sums collected by a fiduciary and 
representing income to it become corpus immediately upon realization and 
were distributed in the same year, the distribution should be treated as 
one of income. In 1942 section 162(b) was amended by insertion of the 
words italicized in the following quotation of the subsection as it 
now reads:* 


There shall be allowed as an additional deduction in computing the net in- 
come of an estate or trust the amount of the income of the estate or trust for its 
taxable year which is to be distributed currently by the fiduciary to the 


60 Supra note 31. 

61 Walter F. Austin, Trustee, supra note 47 (two cases); Moulton Green, Trustee, 
supra note 47; Marshall Stearns, Administrator, supra note 47; Anna M. Chambers, 
et al., Trustees, supra note 47; Anna M. Chambers, et al., Trustees, supra note 39; 
William B. Weigel, et al., Trustees, supra note 47; Old Colony Trust Co., et al. 
Executors, supra note 31; Spreckels v. Comm’r, supra note 47; S. F. Durkheimer, supra 
note 47; Florence M. Sweet, supra note 38; Estate of Henry H. Rogers, supra note 32; 
Simon v. Hoey, supra note 41. 

62 Supra note 47. 

83 Supra note 47. 

64 The Commissioner registered nonacquiescence which he withdrew in 1940-1 Cum. 
Butt. 6. Acquiescence was registered in 1943 Cum. Butt. 6 after the 1942 amendment 
hereafter discussed. 

65 Revenue Act of 1942, Sec. 111(b), 56 Strat. 809 (1942). 
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legatees, heirs or beneficiaries, but the amount so allowed as a deduction shall 
be included in computing the net income of the legatees, heirs or beneficiaries 
whether distributed to them or not. As used in this subsection “income which 
is to be distributed currently” includes income for the taxable year of the 
estate or trust which, within the taxable year, becomes payable to the legatee, 
heir or beneficiary. Any amount allowed as a deduction under this paragraph 
shall not be allowed as a deduction under subsection (c) of this section in 
the same or any succeeding taxable year;.... 


The amendment accompanied and paralleled the changes made in sec- 
tions 22 and 162(d) covering the annuity situation ** to meet Helvering 
v. Pardee and Burnet v. Whitehouse.” It was inserted by the Senate 
with the words that it was: ® 


. . . designed to include in the income of the legatee or beneficiary the income 
of the estate or trust for its taxable year which, within such taxable year, 
becomes payable to the legatee or beneficiary even though it then becomes 
payable as part of an accumulation of income held until the happening of 
some event which occurs within the taxable year. 


It was accepted by the House.” 

It is felt that this amendment has consequences considerably more far- 
reaching than would appear at first blush. In the first place, it draws a 
good deal upon the language of section 162(c), thus importing into sec- 
tion 162(b) the concepts of “legatee” and “heir” as well as “beneficiary.” 
In other words, it would be arguable that in addition to the “properly paid 
or credited test” of section 162(c) there is an equivalent concept in section 
162(b) which was not there before. 

Furthermore, and of considerably more significance, the explanation 
of the phrase “income which is to be distributed currently” as including 
“income for the taxable year of the estate or trust which, within the tax- 
able year, becomes payable to the legatee, heir or beneficiary” would seem 
to do away with the necessity of turning to state law to determine whether 
capital gains payable in the year of realization by the fiduciary are de- 
ductible by him and taxable to the recipient. 

The General Counsel has stated : ™ 


. . . Although it is not expressly stated that the provisions of section 162(b) 
of the Code, as amended, should be applied without regard to state law, it is 
inferred that such was the Congressional intent. . . . 


66 Supra note 24; I.R.C. §162(d). 

87 Supra note 23. 

88 Supra note 23. 

69 Sen. Rep. No. 1631, 77th Cong., 2d Sess. (1942), 1942-2 Cum. Bur. 504. 

70 H.R. Rep. No. 2586, 77th Cong., 2d Sess. (1942), 1942-2 Cum. Butt. 702 (Amend- 
ment No. 33). 

71 G.C.M. 24702, 1945 Cum. Butt. 241. 
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In Hazel Kirk Carlisle ** the taxpayer was the residuary legatee of a 
life estate with power to consume and encumber. She was also executrix. 
In 1942 she sold securities at a long-term capital gain, which she reported 
as estate income but which she did not take up in her own return and with 
respect to which she claimed no deduction on the fiduciary return. 

The Commissioner claimed that, since she had received the entire gain, 
it was taxable to her as an individual. The Tax Court so held, affirming 
the Commissioner’s contention that it is the nature of the distribution in 
the hands of the fiduciary which determines its taxability to the ultimate 
recipient, rather than the fact that, under state law, it becomes principal 
immediately upon realization. The Sixth Circuit affirmed.” 

This amendment and the holdings under it would seem effectively to 
obviate the necessity of resorting to state law to decide how to treat capital 
accretions of trusts or estates. The tests would seem to be (1) was it 
income to the trust or estate, and (2) was it payable to the legatee, heir, 
or beneficiary ? 

One might conjecture that a dichotomy has now arisen between sections 
162(b) and 162(c). Clearly, section 162(b) as originally conceived was 
designed to cover the trust or the estate which by reason of a life interest 
or the like partakes of the more continuing nature of a trust. On the other 
hand, section 162(c) has always been applicable to estates in the process 
of administration and settlement. This distinction has been of some 
significance in situations where the administration of an estate was unduly 
prolonged.™* : 

If the distinction still holds, the peculiar situation will have arisen in 
which taxability of a distribution under section 162(b) is determined 
without regard to local law, while one under section 162(c) must still 
look to state intendment to determine what is properly paid or credited. 
However, it is possible that the broader language of the amended section 
162(b) may mean that it now comprehends matters heretofore treated 
under section 162(c). 

One might also conjecture as to the constitutionality of this amendment. 
This point was argued by the taxpayer before the Sixth Circuit in the 
Carlisle case *° and disposed of in virtually summary fashion. Admittedly, 
the Congress has power to tax accretions as income,”* but it cannot tax 
as income that which is not income.” Between these poles, however, are 


728 T.C. 563 (1947). 

73 Carlisle v. Comm’r, 165 F.2d 645 (C.C.A.6th 1948). See Kennedy, Recent Develop- 
ments in the Taxation of Estates and Trusts, 27 Taxes 1118 (1949). 

74 William C. Chick, 7 T.C. 1414 (1947), aff'd, 166 F.2d 337 (C.C.A.1st 1948). 

75 Supra note 73. 

76 Supra note 30. 

77 Supra note 21. 
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many variants and it would serve small purpose to go into them at this 
point. 

One further aspect of the capital gains picture should be alluded to in 
passing. It is simple enough to compute a long-term capital gain in the 
hands of a fiduciary. Fifty per cent of it is included as income. Does that 
situation remain the same on a subsequent distribution of the whole gain 
to a beneficiary, assuming that some part of it is taxable in his hands? 
Forms 1040 and 1041 indicate that the Commissioner has not made 
allowance for this situation, or informed taxpayers as to how it should 
be treated. The regulations refer merely to the capital gain and loss 
sections.”* 

However, under the statute and regulations it seems fairly clear that 
only half of the long-term capital gain is taken into account in computing 
income, and that is all that should be considered income either in the hands 
of the estate or on subsequent distribution. In the Carlisle case ™ the 
Commissioner did not assert that more than half should have been included 
in the income of the distributee. 


CAPITAL LOossES OF ESTATES AND TRUSTS 


The general rule has been applied in this category with more uniformity 
and less confusion. The Commissioner initially ruled that capital losses 
are charges to principal and not deductible by beneficiaries.*° This was 
shortly amplified by a statement that : * 


. since the loss on the sale of the capital assets of the trust affected the 
corpus of the trust only, each beneficiary is required to include in computing 
his net income the amount of the income of the trust, if any, distributable 
to him, even though the aggregate of the distributive shares of the beneficiaries 
is larger than the net income of the trust computed as a unit. 


Court decisions made it abundantly clear that, absent a contrary pro- 
vision in state law or in the instrument, capital losses are chargeable 
against principal.** The rationale was that wise management of a trust 
estate might very well dictate a sale at a loss to conserve principal and, 
possibly, to increase future yield.™ 


78 Reg. 111,. Sec. 29.162-1. 

79 Supra notes 72 and 73. See also, as bearing on this point, Comm’r v. Central Hanover 
Bank & Trust Co., 163 F.2d 208 (C.C.A.2d 1947), cert. denied, 332 U.S. 830, and United 
States v. Benedict, 338 U.S. 692 (1950). An illustration in Reg. 111, Sec. 29.162-2 in- 
dicated that this is the Commissioner’s view. 

800.D. 156, 1 Cum. Butt. 181 (1919). 

810.D. 1041, 5 Cum. But. 190 (1921). 

82 Louise P. V. Whitcomb, supra note 47; Marguerite V. Whitcomb, supra note 47; 
Elizabeth M. Abell, 14 B.T.A. 84 (1928) ; Cora S. Stern, 14 B.T.A. 444 (1928) ; Marion 
Shainwald Sevier, 14 B.T.A. 709 (1928) ; Irma L. Harris, 5 T.C: 493 (1945). 

88 Baltzell vy. Mitchell, supra note 33; Abell v. Tait, 30 F.2d 54 (C.C.A.4th 1929), 
cert. denied, 279 U.S. 849 (1929). 
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The Supreme Court decided the necessary corollary to this proposition 
in Anderson v. Wilson.** The question for decision was whether the differ- 
ence between the value of real estate at the death of a testator and the 
proceeds realized on its sale at a loss by the trustees was deductible by 
the beneficial owner. The Court held that since the trust was valid it 
was, under the Revenue Act of 1921, an entity which itself bore the 
loss. Hence the deduction could not be claimed by the beneficiary. This 
decision was followed in subsequent cases covering a variety of situa- 
tions.** Even the existence of a general power of appointment in the 
income beneficiary did not alter its application.* 

However, as in the case of capital gains prior to the 1942 amendment 
of section 162(b), exceptions were made where required by local law 
or by the terms of the instrument. Thus, a provision in a trust permitting 
the trustee to offset principal losses with current income, the balance of 
which was to be distributed, resulted in a decision taxing to the beneficiary 
only the income actually received by him.** In another case the decision 
that the beneficiary was taxable only on the net income actually distributed 
to him after its reduction by capital losses was based upon a failure to find 
that state law called for any other result.** A third group of decisions 
followed the so-called “agency”’ rule, i.e., that the alleged fiduciary was not 
truly that, but a mere agent of the beneficiary, whose individual returns 
should reflect the losses suffered.** 

The Commissioner recently ruled upon a situation in which a Pennsyl- 
vania testatrix established a trust’ for the life of her spouse. Upon death 
of the spouse the trust was liquidated, securities sold, and proceeds dis- 
tributed to remaindermen. Some of the securities yielded a gain and 
others a loss. A net loss resulted. It was held that the trust was obliged 
to report the gains and losses on such sales, the ruling stating: “Losses 
of the trust are not distributable and deductible by the remaindermen.” © 

The parallel between the gain and loss situations up to 1942, while ad- 
mittedly somewhat clearer of application in the case of losses, is none- 
theless quite apparent. However, in the field of principal losses the picture 


84 Supra note 31. 

85 George D. Widener, 8 B.T.A. 651 (1928), aff'd, 33 F.2d 833 (C.C.A.3d 1929); 
William H. Hotchkiss Estate, supra note 47; Samuel Riker, Jr., 15 B.T.A. 1160 (1929) ; 
T. Rosslyn Beatty, 28 B.T.A. 1286 (1928) ; Lloyd D. Newman, 15 B.T.A. 369 (1929). 

86 Minnie Strauss Weil, 11 B.T.A. 415 (1928) ; People’s National Bank, Administrator, 
39 B.T.A. 505 (1939). 

87 Anna M. Chambers, 17 B.T.A. 820 (1929); County National Bank & Trust Co. v. 
Helvering, supra note 38; Florence H. Thornton, 5 T.C. 1177 (1945). 

88 Nellie S. Alexander, 36 B.T.A. 929 (1936) ; Joseph Blake Koepfli, 11 T.C. 352 (1948). 

89 James W. Arrott, Jr., 23 B.T.A. 478 (1931). 

%0 Letter ruling, Aug. 16, 1950. CCH 6180. 
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is not clouded by the vagaries imported into the capital gains field by the 
1942 change. While this has the obvious advantage of current certainty, 
inequities may likely develop to offset what perhaps is presently convenient. 


CONCLUSION 


The taxation of the capital gains of an estate or trust would seem, 
in the light of the 1942 amendments to section 162(b), to require a clari- 
fying settlement. Whether such settlement will take the tack outlined in 
the foregoing discussion remains to be seen, as there would seem to be 
considerable difference of opinion as to the scope of the changes already 
made.** A uniform and realistic interpretation is to be wished for. Per- 
haps one that would apply a uniform rule to fiduciary distributions, look- 
ing to the nature of the receipt in the hands of the fiduciary himself, would 
be more consistent with realities. 

However, capital losses should be given the same realistic treatment, and 
to extend it would also better serve the interests of uniformity. If the 
policy is to tax the beneficiary who receives the ultimate economic gain, 
he might as fairly be compensated for the economic pinch. After all, 
present day taxation is more concerned with the “men of blood” than with 
artificial abstractions. 


91JIn 6 MerTENS, Law or FeperaL INCoME TaxaTIon 347 (1948 ed.), it is said in 
commenting upon section 206 of the Revenue Act of 1921, supra note 43: “Equivalent 
provisions do not appear in the Code, and nothing in the 1942 amendments with respect to 
distributions which could have been made out of income as contrasted with corpus appears 
to be directed particularly at the problem of whether a capital gain or loss shall be 
attributed to income or corpus.” See also McDermott, Short Term Trusts—Sec. 111, 
78 Trusts & Estates 86 (1944) ; Rabkin and Johnson, Trust and Beneficiary Under the 
Income Tax, 1 Tax L. Rev. 117 (1946), and Wales, Whose Trust? A Comment on 
Rabkin and Johnson, Trust and Beneficiary Under the Income Tax, 1 Tax L. Rev. 348 
(1946) ; 50-3 CCH {1139.006; and Kennedy, supra note 73, in which he points out that, 
on the basis of the Carlisle case, supra note 73, fiduciaries have adopted conflicting posi- 
tions, some treating capital gains as taxable to trust corpus and some to the beneficiary 
with neither position having, in December 1949, been challenged on audit. 
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Notes 


Statutory Mergers are Tax-Favored. Six instances of property trans- 
fers which could constitute mergers are specifically included within the some- 
what adulterated blessings of section 112: four of them within the definition 
of a “reorganization” and therefore tax-free under subsection (b) (4); 
another under subsection (b) (5) is a transfer of assets to a corporation con- 
trolled by the transferor; and, finally, the liquidation of a subsidiary by a 
parent corporation under subsection (b) (6). 

The broad encompassment of mergers or consolidations effected pursuant 
to the statutory laws of a state is one of the four within the “reorganization” 
definition. The other three are in the nature of exceptions to the general 
rule of excluding from tax-deferred treatment any merger that is not effected 
under state law. They are narrowly restricted to certain specified properties 
that may be received tax-free in the exchange effecting the merger. 

This note is concerned with the distinctions in tax treatment between the 
statutory merger and other forms of merger within the application of sec- 
tion 112. 


Section 112(g) Statutory Mercers Less REstTRICTED 


The reorganization that is required by either section 112(b)(3) or sec- 
tion 112(b) (4) is defined by section 112(g)(1). It provides that a reorgani- 
zation means “(A) a statutory merger or consolidation, or (B) the acquisi- 
tion by one corporation, in exchange solely for all or a part of its voting stock, 
of at least 80 per centum of the voting stock and at least 80 per centum of the 
total number of shares of all other classes of stock of another corporation, 
or (C) the acquisition by one corporation, in exchange solely for all or a part 
of its voting stock, of substantially all of the properties of another corpora- 
tion, but in determining whether the exchange is solely for voting stock the 
assumption by the acquiring corporation of a liability of the other, or the 
fact that the property acquired is subject to a liability, shall be disregarded, or 
(D) a transfer by a corporation of all or a part of its assets to another 
corporation if immediately after the transfer the transferor or its share- 
holders or both are in control of the corporation to which the assets are trans- 
ferred, or (E) a recapitalization, or (F) a mere change in identity, form or 
place of organization, however effected.” The forms of reorganization set 
forth above are exclusive of all others. 

Prior to 1934 the section was more loosely worded and gave rise to much 
litigation, in the course of which the courts developed the continuing pro- 
prietary interest doctrine. Almost any transfer of assets by a corporation 
met the very broad terms of the statute, but unless a substantial part of the 
consideration therefor included stock of the acquiring corporation, the ex- 
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change would fail as a “reorganization” upon application by the courts of this 
doctrine.” 

That the courts and Congress were in agreement on this issue is evidenced 
by the changed section enacted by Congress, whereby the continuing pro- 
prietary interest is now assured by the terms of the statute itself in many of 
the reorganization forms provided for in the section 112(g)(1) definition. 
It may be seen that the (B) and (C) reorganizations require that the con- 
sideration be solely voting stock, and if property other than voting stock is 
received, it will qualify as a reorganization only if the transferor corporation 
or its stockholders possess at least 80 per cent of the voting stock of the 
acquiring corporation immediately after the transfer (D).? Unlike sections 
112(b)(3) and 112(b) (4), there are no other sections qualifying the word 
“solely” as it is used in section 112(g) defining a reorganization. There is no 
partial “reorganization” to the extent that the consideration includes voting 
stock, and unless the transfer wholly qualifies within the exact terms of one 
of the forms (A) through (F), sections 112(b) (3) and 112(b) (4) will not 
apply to any exchanges forming the transaction. 

The exacting treatment to insure continuity of interest accorded by Con- 
gress to the (B), (C), and (D) reorganizations was not given to the (A) 
reorganization, a merger or a consolidation effected in pursuance of the cor- 
poration laws of the United States or a state or territory or the District of 
Columbia.* That is not to say that a statutory merger does not require the 
continuing interest to be represented by receipt of voting stock, but the 
province for determining whether the transfer satisfies that condition is left 
to the courts.‘ It is apparent, however, that the stringent requirement that 
the transferor shall receive only voting stock, or at least 80 per cent of 
the voting stock of the acquiring corporation, is not applicable to a statutory 
merger as it is in the case of a merger not effected under state corporation laws. 

The fact that a merger qualifies as a reorganization within section 112 may 
not prove to be advantageous. It may be a detriment tax-wise if the exchange 
would, but for section 112, produce a deductible loss, as would generally be 
the case if the assets are worth less than their adjusted basis to the trans- 
feror corporation. Or, although a gain would result, it may be of greater 
tax benefit that the gain be recognized rather than deferred, and the acquiring 
corporation have the greater basis of fair market value rather than the sub- 
stituted basis of the transferor. Regardless of the taxpayer’s preference in 
the matter, the application of section 112 is not optional but, assuming a 
good business purpose, depends solely upon the manner in which the trans- 
action is effected. The usual statutory merger will be treated pursuant to the 
tax-deferring provisions of section 112, whereas other mergers will not unless 


1 Helvering v. Minnesota Tea Co., 296 U.S. 378 (1935); Cortland Specialty Co. v. 
Comm’r, 60 F.2d 937 (C.C.A.2d 1932) ; LeTulle v. Scofield, 308 U.S. 415 (1940). 

2 And 80% of the total number of shares of all other classes of stock. I.R.C. §112(h) 
defining “control.” 

8 Reg. 112(g)-2. 

* Southwest Natural Gas Co., 14 T.C. 81 (1950). 
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meeting the more rigid requirements of subsection (g)(1)(C) or (D). Where 
there would be gain on the exchanges and it is preferred that immediate tax 
liability be deferred, the merger under state corporation law offers a means 
to exercise the preference even when the stockholders of the dissolving cor- 
poration do not receive only voting stock or at least 80 per cent of the voting 
stock of the continuing corporation. 


Bonp Discount AMORTIZATION 


Other distinctions between the statutory and non-statutory mergers are 
not concerned with respective qualifications for tax deferment and applica- 
bility of section 112. These other factors, if present, are clearly weighted in 
favor of the statutory merger. 

It is a distinguishing feature of a statutory merger that the surviving cor- 
poration becomes liable for the debts of the merged corporation by operation 
of law, whereas if the successor corporation assumes the debts of the pred- 
ecessor in a non-statutory merger, it does so by contract, or at most by 
transferee liability if less than full consideration was given in acquiring the 
predecessor’s assets. It is this feature, not specific distinctions drawn by the 
Internal Revenue Code or regulations, that accords favorable tax treatment 
to the statutory merger where the factors to be discussed are present. 

When a corporation issues its bonds at a discount, it should amortize the 
amount of that discount over the life of the bonds. Where the predecessor 
corporation has such unamortized discount outstanding at the time of the 
merger, there may be substantial loss of tax benefit if the successor cor- 
poration is not permitted to carry forward the amortization privilege when 
it assumes the bonds of the predecessor or issues its own in exchange there- 
for at equal face value.® 

The courts have been consistent in holding that a purchase of the predeces- 
sor’s assets with assumption of liabilities by contract of purchase does not war- 

ant the carrying forward of the unamortized discount and expense of the 
predecessor’s bonds. The reasoning is that the increased obligation resulting 
from the issuance at a discount is reflected in a decrease attributable thereto in 
the consideration paid by the acquiring corporation at the time of the transfer 
of the assets. The loss, therefore, is that of the original obligor, and there is not 
sufficient preservation of the identity of the transferor corporation in the suc- 
cessor to justify carrying forward of the amortization privilege, even where 
the purchase is effected in a non-taxable reorganization exchange and the loss 
resulting from the discount cannot be availed of under the non-recognition 
provisions. The Second Circuit, although apparently disturbed by this result, 
could “find no warrant for this [carrying forward the predecessor’s unamor- 
tized losses] in the statute, regulations, or decisions of the courts.” ® 

The identity of the transferor is preserved, however, where the transfer of 


5 Or at an amount in excess of the issuing price plus any amount of discount already 


deducted. Reg. 22(a)-17(3) (b). 
6 American Gas & Electric Co. v. Comm’r, 85 F.2d 527, 530 (C.C.A.2d 1936). 
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the assets is effected by merger or consolidation under the corporation laws 
of a state. “The transferee corporation succeeds by operation of law to all 
the rights and liabilities of the former company and carries forward its 
identity.”” The Commissioner “concedes that if there has been a true merger 
or consolidation . . . the successor may deduct amortization of discount and 
expense in respect of bonds issued by its predecessor as well as unamortized 
discount and expense on any of such bonds retired prior to maturity.” * 

The statutory mergers considered in the cases cited above were effected 
under Virginia law in the American Gas ® case, and under Pennsylvania law 
in the Metropolitan Edison ® case. In Connecticut Electric Service Company,’ 
the same issue of bond discount amortization was before the Board of Tax 
Appeals with respect to a merger under the Connecticut statute, and in al- 
lowing the deduction that Court stated: “All of the corporations concerned 
in the mergers in the case at bar were Connecticut corporations, and the 
law of Connecticut is particularly clear in providing that the constituent cor- 
porations in the case of a merger or consolidation continue their existence in 
the corporations into which they are merged or consolidated.” 

The New York, Maryland, and Illinois consolidation statutes have been 
similarly dealt with by the courts in this respect.** The successor corporation’s 
mandatory assumption of the liabilities of its predecessor is a usual charac- 
teristic of state corporation laws authorizing mergers and consolidations there- 
under, and the same treatment of the new or continuing corporation’s amorti- 
zation of its constituent’s bonds should be accorded any merger or consoli- 
dation effected pursuant to the laws of a state which so provide. 


AssuMED Dests RETAIN TAX CHARACTERISTICS 


The bond discount amortization issue is grounded upon the preservation of 
the identity of the predecessor. Turning on the same consideration, but with 
a slightly different twist, is the question whether certain other obligations of 
the predecessor assumed by the successor retain their tax characteristics 
when paid by the latter. This question may arise when at the time of the 
merger the predecessor has debts outstanding which if paid by it would con- 
cededly be deductible expense in the taxable year paid. When the successor 
corporation assumes these debts upon purchase of the predecessor’s assets, the 
assumption of liabilities is a part of the purchase price and the subsequent 
payment a capital investment. Again, as in the case of the bond discount 
amortization, the transfer of assets does not per se sustain the identity of the 


7 Helvering v. Metropolitan Edison Co., 306 U.S. 522 (1939). This same case held 
that a de facto merger, even though not complying with all of the provisions of the state 
merger statutes, should be similarly treated on this issue where the transferee would be 
liable for the debts of the transferor as a matter of law. 

8 Note 6 supra. 

® Note 7 supra. 

10 35 B.T.A. 444 (1937). 

11 New York Central Railroad Co. v. Comm’r, 79 F.2d 247 (C.C.A.2d 1935) ; Western 
Maryland Railway Co. v. Comm’r, 33 F.2d 695 (C.C.A.4th 1929); Illinois Power and 
Light Corp. v. Comm’r, 33 B.T.A. 1189 (1936). 








106 TAX LAW REVIEW [Vol. 6: 


transferor in the transferee, and what would have been deductible expense 
if paid by such transferor does not necessarily remain so when paid by the 
transferee. 

The element of purchase in the acquisition of the assets does not lose its 
significance merely because ‘he transfer is effected in a non-taxable reorganiza- 
tion exchange.’ The assumption of the debts of the transferor is nonetheless 
a part of the purchase price, and payment produces no tax consequence when 
the debt is discharged at the amount for which it was assumed. Where, how- 
ever, in addition to the transfer of the assets, the circumstances are such that 
the identity of the transferor is maintained in the transferee, the courts reach 
a different result consistent with the reasoning applied to the bond discount 
amortization issue. 

In Koppers Coal Co.,'* the Tax Court considered the nature of tax defi- 
ciencies and interest thereon owed by a predecessor and paid by a successor 
corporation following a non-taxable statutory merger reorganization. Find- 
ing as a fact that the successor was liable for the debts of the predecessor by 
operation of law, the Court concluded that the predecessor’s tax deficiencies 
constituted the indebtedness of the successor, and that the interest due thereon 
prior to the merger was interest upon its own indebtedness and deductible 
as such by the successor. Of course, the interest accruing subsequent to the 
assumption of the liability is clearly deductible. 

The reasoning is not confined to the question of deductible expense or capi- 
tal investment but extends to the broader field of maintaining the same charac- 
teristics for tax purposes that the debt originally had as an obligation of the 
predecessor. The Koppers Coal Co. decision in allowing the interest deduction 
to the successor corporation disposes of the issue very briefly by alluding to 
the rule in Adrian & James, Inc.1* In the latter case the surviving corporation 
of a statutory merger paid federal income taxes due from a merged corpora- 
tion and the issue was whether this was payment of a tax liability of the 
successor and therefore a deduction from its net income for the purpose of 
determining its dividend carry-over. The Commissioner maintained that when 
the successor paid the income tax of the predecessor, it was paying that tax as 
an assumed debt and not as an “income tax liability” of its own. The Tax 
Court determined that the tax liability of the predecessor retained its nature 
as such where the predecessor’s identity is preserved in the successor, as is 
the case in a statutory merger and the assumption of liability by operation of 
law. 


Net OPERATING Loss AND OTHER CARRY-OVER PRIVILEGES 


Despite these inroads that have been made by the courts in disregarding 
the separate entities of the merged and the surviving corporations in a stat- 
utory merger, the preservation of the identity of the predecessor in the 


12, W. D. Haden Co. v. Comm’r, 165 F.2d 588 (C.C.A.5th 1948). 
186 T.C. 1209 (1946). 
144 T.C. 708 (1945). 
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successor has not been recognized for all tax purposes. Attempts of the suc- 
cessor to take over certain other tax privileges of its predecessor have not 
met with the same success. The line has been drawn by the courts and, at 
least until recently, adhered to that where a tax privilege is specifically granted 
by a statute to “the taxpayer” or “a corporation” meeting certain require- 
ments, the separate entities cannot be disregarded and the successor is not 
the “taxpayer” or “corporation” to whom the privilege was granted. 

The leading case drawing this line is New Colonial Ice Co. v. Helvering.* 
There the successor corporation sought to avail itself of its predecessor’s net 
operating loss carry-over. The Supreme Court upheld the Commissioner’s 
disallowance of the deduction, ruling that “the taxpayer who sustained the 
loss is the one to whom the deduction shall be allowed. ... We are of 
opinion that in law and in fact the two corporations were not identical but 
distinct.” The transfer of assets, however, was not effected by statutory 
merger and that case could hardly serve as a precedent to deny the carry-over 
privilege to a survivor of a statutory merger. The above quotation from the 
Court’s decision continues: “This was plainly implied in the transfer of the 
assets and business from one to the other. That transaction was voluntary and 
contractual, not by operation of law. . . . Thus the contention that the two 
corporations were practically the same entity and therefore the same taxpayer 
has no basis. . . .” 

This explicit reference to a statutory merger was not given weight by the 
Tenth Circuit ** or by the Tax Court ** in considering a successor’s carry-over 
of a predecessor’s unused dividends paid credit. The Courts in these two 
cases denied the deductions to the successors despite the fact that the mergers 
had taken place under state laws. 

It cannot be said, however, that the issue of a net operating loss carry-over 
in a statutory merger has been squarely considered by any court. There 
is a very strong inference in the most recent case on a successor’s carry-over 
privileges that for all tax purposes the identity of a merged corporation will 
be preserved in the corporation surviving a statutory merger, and that this 
principle applies to the carrying forward of the tax nature of rights and 
privileges as well as of debts and liabilities. In that case, Stanton Brewery 
Inc. v. Commissioner;® the Second Circuit reversed the Tax Court and held 
that the resulting corporation in a statutory merger under New York law is 
entitled, in determining its adjusted excess profits net income, to carry over 
the unused excess profits credit of one of its components for the two years 
preceding the merger. The decision exhaustively examined the general rela- 
tionship between predecessor and successor corporations and emphasized the 
distinction between succession by purchase and succession by operation of 
law. It distinguished “the corporation” referred to in the Code sections deal- 


15 292 U.S. 435 (1934). 

16 Jones v. Noble Drilling Co., 135 F.2d 721 (C.C.A.10th 1943). 
17 Marion-Reserve Power Co., 1 T.C. 513 (1943). 

18 176 F.2d 573 (C.C.A.2d 1949). 
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ing with the dividends paid credit considered in the Noble Drilling Co.*® and 
Marion-Reserve Power Co.?° cases, from the “taxpayer” referred to in the 
unused excess profits credit section. Under this section no “difficult and com- 
plex questions of corporate entity” are involved; the “taxpayer” is the re- 
sulting corporation obligated by law to pay the tax of the former corporation 
and entitled to its credits. Although the Stanton Brewery decision considered 
only the carry-over of excess profits credits and not net operating losses, it 
may be observed that both sections refer to the “taxpayer” and the way is 
clearly open for the argument that if the survivor becomes the taxpayer to 
carry over the unused excess profits credit, it also becomes the taxpayer to 
carry over the net operating loss of its component corporation. 

An appeal of the Stanton case to the Supreme Court would have resolved 
the issue of the net operating loss carry-over as well. The Court could hardly 
decide a Stanton appeal without reference to its own New Colonial Ice” 
decision, in which the issue was the net operating loss carry-over. An affirm- 
ance would necessarily distinguish New Colonial Ice on the basis that (1) 
the latter was concerned only with the net operating loss carry-over, which 
distinction would nullify the significance of the statutory merger that took 
place in Stanton and not in New Colonial Ice, or (2) the statutory merger 
in Stanton was the controlling factor, and this distinction would mean that 
there is no material difference in the allowance to the survivor corporation of 
either type of carry-over. 

In the absence of review by the Supreme Court of the Stanton case, the 
Second Circuit precedent. may prove to be of great significance to the future 
treatment of statutory mergers by the courts and the allowance of all carry- 
over tax privileges by surviving corporations. If the predecessor’s unabsorbed 
net operating loss is permitted to be carried over by the successor in statutory 
merger, there is no logical basis to distinguish or disallow the net capital loss 
carry-over, and perhaps even other privileges which serve to compensate for 
the grouping of income and deductions within the period of a taxable year. 


CoNCLUSION 


The factors that have been discussed do not, of course, occur in the cir- 
cumstances of every merger or reorganization of business entities. Where, 
however, one or more of these factors are present and business readjustments 
are contemplated, tax counsel should not rest content just because he is 
assured of a tax-free exchange under section 112. In some cases the pos- 
sible disadvantages involved in a statutory merger (notably assumption of 
liability by operation of law) may be a small price to pay for the tax benefits 
it makes available. 

—JosErH Curtis * 


19 Note 16 supra. 
20 Note 17 supra. 
21 Note 15 supra. 
* Associate Professor of Jurisprudence, College of William and Mary School of Law. 
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Essay Competitions and Income Tax Contests. At the outset of the 
Internal Revenue Code, the equalitarian ability-to-pay principle is stated in 
the form of the graduated surtaxes on net income.’ Shortly thereafter, sec- 
tion 22(a) declares in sweeping language that gross income is all “income 
derived from any source whatever.” The word “income” is not affirmatively 
defined in the statute. The only explicit guidz.ice that Congress has offered 
is negative ; certain items listed in section 22(b) are excluded from the defi- 
nition of gross income. The problem of giving the word “income” affirmative 
content is a hardy perennial in tax literature.* For instance, economists have 
argued that a gift, as an accretion of economic power, is income to the donee.* 
Regardless of the merits of this argument, the fact remains that Congress has 
provided that gifts are excluded from the gross income of the taxpayer.® 
This exclusion, as well as the others, necessarily conflicts with the purpose to 
raise revenue as well as with the ability-to-pay principle. Consequently, the 
courts have generally declined to utilize the tool of statutory interpretation 
to give the gift exclusion a liberal application.*® 

Where a purported gift has been made by an employer to an employee, 
the employee is usually unable to prove his employer’s donative intent.” After 
judicial consideration of a variety of factors,® the usual decision is to tax the 
benefit flowing from the employer to the employee as compensation for prior 
services.® Even in the absence of a formalized employer-employee relationship, 


1T.R.C. §12. 

2The Treasury regulations are of meager assistance. See Reg. 111, §29.21-1 and 
§29.22(a)-1. 

3 See, e.g., MAGILL, TAXABLE INcoME (1945); Tarleau, The Concept of Income for 
Federal Tax Purposes, 20 Tenn. L. Rev. 568 (1949); Rottschaefer, Concept of Income 
in Federal Taxes, 13 Minn. L. Rev. 637 (1929). 

*E.g., Stmons, FepERAL TAx Rerorm (1950) ; Stmons, PersonaL INcoME TAXATION 
(1938) ; Hatc, THe Concert or INcomE (1921). 

5 T.R.C. §22(b) (3). 

6 See N. H. Van Sicklen, Jr., 33 B.T.A. 544, 549 (1935). “. . . the provision exempting 
gifts being, as it is, “almost in verbal conflict with the broad provision that gross income 
shall include gains or profits and income derived from any source whatever”’ (Paul & 
Mertens, ‘Law of Federal Income Taxation,’ vol. 1, p. 147), should not be construed 
liberally in favor of one claiming the exemption, but in such a way as to give the broad 
provision its proper effect.” But see cases cited note 12 infra. 

7 For a criticism of the test of intent in these employer-employee situations, see Atlas, 
Toward a Concept of Compensation, 2 Tax L. Rev. 85 (1946). The test of donative 
intent as applied to the cancellation of business debts has had a hard and tortuous road. 
Compare Helvering v. American Dental Co., 318 U.S. 322 (1943) with Comm’r v. 
Jacobson, 336 U.S. 28 (1949). 

8 See Mintz, “Pot 0’ Gold” in the Tax Court, 24 Taxes 940 (1946). Some twelve fac- 
tors are listed at page 942 of Mr. Mintz’s article. 

9 E.g., Fisher v. Comm’r, 59 F.2d 192 (C.C.A.2d 1932) (retirement bonus) ; Nickels- 
burg v. Comm’r, 154 F.2d 70 (C.C.A.2d 1946) (wedding gift) ; Thomas L. Grace, P-H 
T.C. Mem. Dec. 47,173, aff'd per curiam, 166 F.2d 1022 (C.C.A.2d 1948) (bonus 
re forty years’ service) ; Willkie vy. Comm’r, 127 F.2d 953 (C.C.A.6th 1942) (bonus upon 
resignation of director and officer). But cf. cases cited note 12 infra. 

Where past services were rewarded by some one other than the employer, that factor, 
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the courts have readily found that “tips” are compensation to the recipient.’ 
So also, the meager participation of the taxpayer in qualifying for a radio 
quiz or newspaper contest may result in taxing the prize as income." But 
will the type of services induced by the prize impel a court to the conclusion 
that the economic satisfaction is a tax-exempt gift?** If the participation 


inter alia, inclined the courts to the conclusion that the reward could not be for services 
rendered to the payor and that it was, therefore, a tax-exempt gift. Bogardus v. Comm’r, 
302 U.S. 34 (1937) (payor was successor to employer corporation) ; Bert P. Newton, 
11 T.C. 510 (1948) Acq., 1949-1 Cum. Buty. 3 (payor was successor to employer 
corporation) ; Estate of Grace G. McAdow, 12 T.C. 311 (1949) Acq., 1949-1 Cum. Butt. 
3 (payors were son and daughter of former employer). Cf. Van Dusen v. Comm’r, 166 
F.2d 647 (C.C.A.9th 1948) where future services of a corporation’s employee were to be 
personally rewarded by the president (a large stockholder) of the corporation. Since it 
was an inducement to the rendition of services, the amount was held to be taxable 
compensation. 

Where past services were rewarded by payments to the widow of a deceased employee, 
the fact that the services were not rendered by the recipient inclined to the conclusion 
that the receipt was a tax-exempt gift. Louise K. Aprill, 13 T.C. 707 (1949) ; LT. 3329, 
1939-2 Cum. Butv. 153; but cf. Brayton v. Welch, 39 F. Supp. 537 (D.Mass. 1941) 
(payments to estate, rather than widow, were held to be income). But see Varnedoe v. 
Allen, 158 F.2d 467 (C.C.A.5th 1947) (payments to widow under contributory pension 
plan operating during husband-employee’s lifetime). 

10 Roberts v. Comm’r, 176 F.2d 221 (C.C.A.9th 1949) (taxi-cab driver’s tips) ; United 
States v. McCormick, 67 F.2d 867 (C.C.A.2d 1933) (city clerk’s tips for performing 
marriage services) ; Nazzareno D. Cesanelli, 8 T.C. 776 (1947) (waiter’s tips). But see, 
Henry Dumas, P-H T.C. Mem. Dec. 950,196 (testimony of pullman porter on military 
trains to the effect that he received no tips was accepted). 

11 See I.T. 3987, 1950 Int. Rev. Buty. No. 1 at 1 (1950) (prizes in a radio quiz con- 
test) ; I.T. 1667, II-1 Cum. Butt. 83 (1923) (prize in a lottery operated by a restaurant) ; 
I.T. 1651, II-1 Cum. Butt. 54 (1923) (prizes in a newspaper puzzle contest) ; O.D. 602, 
3 Cum. Butt. 93 (1920) (reward for prevention of a bank robbery). The only case in 
this field that has been litigated is Pauline C. Washburn, 5 T.C. 1333 (1945). Money 
was paid to Mrs. Washburn by Tums, the sponsor of the Pot o’ Gold radio program, 
because her telephone number had been selected by chance. Her participation, consisting 
merely of answering her telephone, was not induced by the lure of prizes. Services were 
neither required nor performed. The prize was held to be a tax-exempt gift. Since 
participation is normally solicited by more voluntary methods, the case seems unique and 
may be of limited application. See Mintz, supra note 8. 

12Some decisions involving the conventional employer-employee relationship—those 
not involving award winners—may possibly have turned on the type of services previ- 
ously rendered and on the non-profit character of the employer to whom they were 
rendered. Thus, in Whittington v. United States, 1950 P-H {72,398 (the taxpayer 
served the Y.M.C.A. and the U.S.O. as an employee of another welfare, non-profit or- 
ganization), and in Schall v. Comm’r, 174 F.2d 893 (C.C.A.5th 1949), reversing 11 T.C. 
111 (1948) (the taxpayer was an ailing, retiring minister employed by a generous 
congregation), additional monies paid on termination of the employment were found to 
be tax-exempt gifts. 

An interesting problem of statutory interpretation is presented under I.R.C. §22(b) (6) 
excluding the rental value of a house furnished to a minister as part of his compensation. 
I.T. 1694, II-1 Cum. Butt. 79 (1923) included in a minister’s income an allowance for 
quarters paid to him in lieu of a house. But MacColl III v. United States, 1950 P-H 
172,584, exempted such receipts under I.R.C. §22(b) (6). Liberality in the interpretation 
of this section seems more justified than in the case of I.R.C. §22(b) (3). 
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in the contest involves scholarly work, is there any basis for exempting the 
author’s award from income tax incidence? 

In McDermott v. Commissioner,* the American Bar Association, as trustee 
under the will of Judge Ross, awarded prizes for essays on “chosen topics 
of timely public interest with a view to bringing about a scholarly considera- 
tion thereof and to the promoting of the public welfare thereby.” For the 
year 1939, it awarded a professor $3,000 for his essay on the subject of its 
choice, “To What Extent Should Decisions of Administrative Tribunals be 
Reviewable by the Courts.” The Court of Appeals reversed the Board of 
Tax Appeals and found the award a tax-exempt gift. The Court laid stress 
on the donative intent of the non-profit association, since no benefits accrued 
to it but rather to the taxpayer and the community. The Court urged the non- 
pecuniary motive of the taxpayer, submitting that the taxpayer’s interest in the 
essay contest was more a matter of prestige than of money.** And the last of 
the various factors, which all together impelled the Court to its conclusion, was 
stated in these words: “Finally, requiring winners of scholarly awards to pay 
taxes on them would conflict with the wise and settled policy of encouraging 
scholarly work.” ** 

The Bureau thereafter indicated its refusal to follow the McDermott case.** 
So also, the Tax Court has recently decided against two winners of essay 
contests (Mr. Herbert Stein and Mr. Frederick V. Waugh). 

In Herbert Stein," the award was made by a brewing company for an 
essay discussing post-war employment. In an opinion reviewed by the Tax 
Court without dissent, Judge Turner distinguished the McDermott case on 
the ground that the brewing company received commercial advantages. The 
essay contest was said to be an advertising medium. Thus, even if the con- 
clusions of the McDermott case were correct, there was no donative intent by 
the payor of the instant award. Therefore, there was no gift. Mr. Stein 
argued against a tax discrimination between himself and Mr. McDermott 


18150 F.2d 585 (App. D.C. 1945), reversing 3 T.C. 929 (1944). See Lourd and 
Lourd, The Taxability of Prize Winnings, 27 Taxes 966 (1949). 

14 The Commissioner merely sought to tax the monetary gain, not both the monetary 
and prestige gains. 

15 McDermott v. Comm’r, 150 F.2d 585, 588 (App. D.C. 1945). The Court, in the 
absence of such a statutory policy, cited administrative policy as follows: “The Com- 
missioner does not say that taxes have ever been collected on Nobel prizes, Guggenheim 
fellowships, Rhodes scholarships, Ross prizes, or any of the many scholarships and 
prizes which, like these, have long been awarded on a competitive basis to scientists, 
scholars, or students. We think we may infer that the practice has been to the contrary. 
This long-continued administrative interpretation of the law is entitled to great weight.” 
The patent weaknesses of this argument need no comment. G.C.M. 5881, VIII-1 Cum. 
Butt. 68 (1929), which the Court did not cite, did exempt an award “which was made 
to the taxpayer in recognition of his achievements in science and his services in promoting 
the public welfare”; but there was clearly no special labor rendered by the winner at the 
donor’s behest. 

16 T.T. 3690, 1949-2 Cum. Butz. 13. 

1714 T.C. 494 (1950). \ 
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which ignored the similarity of their labor and which stressed the absence or 
presence of pecuniary motives on the part of their respective payors. The 
Tax Court, acknowledging the discrimination, did more than merely dis- 
tinguish the two cases. It refused to follow the J/cDermott opinion, criti- 
cizing the Court of Appeals for having been influenced by the fact that the 
work “was done in the field of learning and education and that that fact, for 
some reason, made a difference in the case of an award or compensation re- 
ceived by someone laboring to produce a treatise or discourse on a given sub- 
ject.”’® The Tax Court was also of the opinion that “too much importance 
was placed on the question whether the original furnisher of the money 
intended to make a gift and too little attention was paid to the question whether 
there was as to the recipient gain or compensation from labor or work at a 
business or profession.” ?® 

The Stein case prepared the way for another Tax Court decision involving 
a set of facts virtually identical with those in the A/cDermott case. The 
opinion in Frederick V. Waugh *° followed the lead of the Stein case. It 
first endeavored to distinguish its facts from those in the 1{cDermott case, 
and then, assuming the distinction to be untenable, refused to follow the 
McDermott rule. The Waugh case involved an essay contest sponsored by 
a tax-exempt farm association, the awards for such contest emanating from 
a fund established by an individual. The subject of.the essay was farm price 
policy. The Court sought to distinguish the McDermott case by utilizing 
the test of the payor’s donative intent. Finding in the association’s minutes 
certain evidence of prestige enuring to the association, the Court declared that 
the pure donative intent prescribed by the J/cDermott case was absent and 
that the award was taxable to the recipient. The distinctions of the Stein and 
Waugh cases are so strained that they deserve to be virtually ignored. Clearly, 
if the distinction between Stein and McDermott, resting essentially on the 
difference between the charitable and commercial character of the payor, is 
shallow,” then a distinction between Waugh and McDermott, based upon 
imputing different motives to two charitable, tax-exempt corporations, is 
absurd. In net effect, the Tax Court has refused to follow the McDermott 
rule which subjectively evaluates the payor’s intent and discriminates in favor 
of “scholarly” work. 

In summary, the essential conflict in these cases stems from the stress 
placed on the motives of the payor in categorizing the award as a gift as 
against the emphasis placed on the nature of the receipt as a reward for 
labor in determining its quality as income. The Stein Court said in support of 
the latter emphasis: ‘One person may, for instance, by way of gift supply the 
money to pay some needy person for mowing the grass in his friend’s yard, 
but no one would suggest that the money received by the mower of the grass 


18 Jd. at 500. 

19 Jd. at 501. 

20 P-H_ T.C. Mem. Dec. 50,095. 
21 But see Mintz, supra note 8. 
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was not to him income.” *? Certainly, the Court in the McDermott case would 
agree with this conclusion—if Mr. McDermott had been a mower of grass. 
It is apparent that the Court in the McDermott case was persuaded to a con- 
trary emphasis and conclusion by the fact that McDermott was engaged in 
“scholarly” work. The basic discrimination, therefore, is between a mower 
and a scholar. A primary question as to the propriety of this judicial discrimi- 
nation is presented. 

Those who would uphold the McDermott opinion might argue (1) that the 
Court could have grounded its opinion on the donor’s intent and left unex- 
pressed the factor of tax relief for scholars; (2) that the Court was faced 
with a difficult task of statutory interpretation which it resolved with refer- 
ence to the fact that the taxpayer was a scholar ; (3) that the Court, given an 
imprecise statute which sets forth a variety of tax-exempt receipts, and tax- 
payers whose claim to this preferential treatment is frequently debatable, is 
entitled (particularly where the statutory choice is difficult) to turn its 
decision on the desire to favor this particular taxpayer, a scholar. 

The rebuttal might proceed by expressing appreciation to the Court for 
bringing the problem of judicial tax discrimination out into the open. Then, 
one might argue, using the rationale of the Stein and Waugh cases, that the 
statutory choice was not difficult and that the difficulty, if any, was a straw- 
man created by the McDermott Court in order to accomplish tax discrimination 
between scholars and mowers. Finally, it is submitted that even the most 
equitable tax discrimination fostered by the judiciary ** cannot be justified 
by the fact that the legislature creates tax discrimination alleged to be in- 
equitable. The undefined terms in this last sentence are, of course, “equitable” 
and “discrimination” ; here, as elsewhere, they relate to standards which are 
difficult to express or formulate. 

If scholars—whatever they may be—are equitably entitled to special tax re- 
lief, it is the function of the legislature to provide it. It is fortunate that the 
tax preference allowed in the McDermott case is limited to scholars who re- 
ceive awards in contests sponsored by organizations having the purest of dona- 
tive intentions. And even this narrow discrimination is being undermined by 
the subsequent action of the Tax Court and the Commissioner’s refusal to 
accept the result of the McDermott case.** 

—Ltioyp GrorGE Sot * 


22 Herbert Stein, 14 T.C. 494, 501 (1950). 

23 Compare the discrimination between Mr. McDermott’s non-taxable gift and a law 
professor’s taxable salary, part of which may be earned by writing similar articles. 

24 The inequity of the bunching of taxable income as a result of the sporadic nature 
of prize-winnings is a product of a necessary fiscal period and an essential progressive 
tax. The problem is certainly not unique to such cases and the cure lies in averaging 


“techniques. See, e.g., StmoNs, FeperaL Tax Rerorm 40-44 (1950); Vickrey, AGENDA 


FOR PROGRESSIVE TAXATION 164-195 (1947); Bravman, Equalization of Tax on All 
Individuals with the Same Aggregate Income Over Number of Years, 50 Cou. L. Rev. 1 
(1950). 

* Member of the New York Bar, Lecturer on Law of Taxation, New York University 
School of Law. 








Book Reviews 


SuccessFuL Tax Practice. By 
HUGH C. BICKFORD. New York: 
Prentice-Hall, Inc., 1950. Pp. xx, 
428. $4.00. 


The tax practitioner may often be 
annoyed at the need for revising his 
hard-won knowledge to keep pace 
with perennial legislative enactments. 
He may become furious as the courts 
promulgate unexpected tax doctrines 
in their desire to promote tax equal- 
ity and to protect the revenues. He 
may bristle on reading the “fed- 
eralese” efforts of the Treasury De- 
partment to distill clarity from the 
conflicts and errors generated by the 
courts. Adding to the disputation that 
abounds in the tax literature, he may 
vent his invective on any of these 
three branches. His rebellion, when 
echoed by his colleagues, sometimes 
prods the Government into action. 
Not infrequently, the result of collec- 
tive complaint is to start the cycle all 
over again with new legislation. 

The tax practitioner must recon- 
cile himself therefore to considerable 
substantive uncertainty in his field. 
His satisfaction is in answering the 
challenge afforded by the intricacies 
of his problems. His material rewards 
spring from these very uncertanties, 
which are, at once, his anguish and 
delight. 

A tax attorney must evaluate the 
“odds.” Will his resolution of the 
substantive uncertainties be ultimately 
upheld in the courts? However, the 
quotation of such “odds” to a client 


is usually inadequate. Rules to re- 
solve substantive issues are midwived 
by procedural instruments. The 
client usually knows (1) that the sub- 
stantive issue is normally raised, if at 
all, through the administrative proc- 
essing of tax returns; (2) that the 
substantive issue is joined, if at all, 
only after a period of administrative 
negotiation; and then (3) that the 
resolution of the substantive issue— 
the problem which called for the 
initial “odds”—is achieved through 
prescribed judicial procedures. Since 
the client’s concern is his quantitative 
liability for tax dollars and not the 
qualitative refinements of legal analy- 
sis, the astute odds-maker must do 
more than study the pedigree of the 
substantive issue. He must have 
knowledge of the procedural gauntlet 
the substantive issue is likely to run. 
Then only can the practitioner quote 
the realistic ‘‘odds” which, at the least, 
the client desires. 

Tax men versed in procedure have 
occasionally offered small portions of 
their knowledge to the profession in 
the form of law review articles, con- 
tributions to tax forums and insti- 
tutes, or pamphlets published under 
bar association or tax service auspices. 
Many such offerings, particularly 
where confined to a limited area of 
tax procedure, have been excellent. 
Others might have been written by 
Dale Carnegie. These contributions, 
added to the cold statutes and adminis- 
trative regulations annotated and dis- 
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cussed in the tax services, have been, 
in the main, the only available source 
of procedural knowledge. There has 
been, therefore, an urgent need for 
a readable panoramic sketch of tax 
practice and procedure. Mr. Bick- 
ford’s book, notwithstanding its im- 
posing title, performs that function 
admirably. 

Successful Tax Practice is divided 
into three basic parts: (1) how to 
find the facts and prove them; (2) 
how to find the law and present it; 
and (3) how to proceed in conformity 
with the administrative and judicial 
requirements. 

Under the first category, the dis- 
cussion of how to prove fair market 
value is particularly good and well de- 
serves the coverage the author has 
afforded it. 

Under the second heading, there is 
heavy emphasis on the utilization of 
the tax service and companion works 
published by Prentice-Hall, the pub- 
lishers of the subject book. The fail- 
ure to mention (except once) the rival 
publishing firm, Commerce Clearing 
House, casts no discredit on either 
Mr. Bickford or his publishers. It is 
one aspect of a long-standing competi- 
tion which, in its end results, has 
proved of immeasurable value to the 
tax bar. The conceivable gap in the 
reader’s acquaintance with tools of 
tax research will probably be closed 
by the efforts of the rival concern. On 
the other hand, it is to the publisher’s 
credit, and to Mr. Bickford’s as well, 
that the would-be tax practitioner is 
cautioned against the exclusive use of 
any tax service as primary authority 
in the formulation of written opinions, 
memoranda, and briefs. 

When the author attempts to dis- 


pose of the substantive problem of 
judicial “loophole plugging” in one 
page, he admittedly reaches beyond 
the elementary scope of his book. 
Perhaps the discussion of such prob- 
lems could have been augmented by 
footnote references to substantive 
texts and law review articles. Mr. 
Bickford’s practical advice on the 
presentation of the law is excellent, 
sounding a warning note on the “curb- 
stone” opinion, suggesting simplicity 
of expression in the formal opinion to 
the layman, providing common-sense 
rules for brief-writing, and outlining 
some fundamentals in controlling the 
tax burden. 

It is under the third category that 
the author gives his reader a fine ex- 
position of basic tax procedure which 
will make this volume a handy refer- 
ence book. Here is practical instruc- 
tion in the preparation of returns, the 
organization of the Bureau of Internal 
Revenue, the auditing process to 
which the return is subjected in the 
Bureau, conference and refund pro- 
cedures, and practice before the Tax 
Court, District Court, and Court of 
Claims. 

If the author desired to reach a 
more advanced group of readers, he 
might have discussed such problems 
as the differences between Form 870 
and Form 870TS, the binding effects 
of closing agreements, and the desir- 
ability of a time-consuming appeal to 
the Technical Staff prior to receipt 
of the statutory notice, when the same 
review is obtainable while the case 
is awaiting trial before the Tax 
Court. So also, the author has not 
given any consideration to res judi- 
cata, estoppel, recoupment, statutes of 
limitation, mitigation of the effect of 
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limitations, and criminal and civil 
penalties. The latter omissions are 
consistent with the author’s declared 
purpose of providing a manual for 
practical instruction. 

In addition to an appendix contain- 
ing the Rules of Practice before the 
Tax Court of the United States (Re- 
vised to December 15, 1948), the 
volume presents suggested forms for 
power of attorney, protest, and peti- 
tion; sample specimens of certain 
Bureau forms and letters; a chart of 
the Bureau’s organization ; and a list- 
ing of the sources of the Committee 
Reports. 

Mr. Bickford has written in the 
easy style that practical instruction de- 
mands and permits. He has injected 
some delightful bits of humor. He 
has combined personal advice, born of 
his extensive experience, with an ex- 
position of fundamental tax proce- 
dure. The success of his effort is truly 


unique. 
q LiLoyp GEORGE SOLL * 


TAXABLE INCOME AND Business IN- 
COME. By DAN THROOP SMITH and 
J. KEITH BUTTERS. Historical Fore- 
word by George O. May. National 
Bureau of Economic Research. New 
York, 1949. Pp. xxv, 342. $4.00. 
“*Tncome’ is a word of many mean- 
ings” * and it should be observed at 
the outset that the authors have writ- 


* Member of the New York Bar; Lec- 
turer in Taxation, New York University 
School of Law. 

1May, Frnancrat Accountinc 25 
(1943). “Viewed realistically, there is 
then no one judicial concept of income; 
there is not even a single accepted concept 
held by all of the members of the Supreme 
Court.” Macrr, Taxaste Income 12 
(1945). Cf. Kuznetz, Nationat INCOME 
cl (1941). 


TAX LAW REVIEW 


[Vol. 6: 


ten with full awareness that there are 
no fundamental accounting principles 
which define business income with 
rigid exactness and that the determi- 
nants of taxable income are various, 
changeable, and uncertain. In spite of 
this healthy scepticism, the presenta- 
tion in the first part of the book of 
current practice in business account- 
ing and in tax law is not excessively 
technical, and the non-expert in either 
field should have no difficulty in fol- 
lowing the argument and in gaining a 
good notion of what accountants, tax 
lawyers, and economists mean by “in- 
come.” 

This has been accomplished, in ac- 
counting and law, by sticking to the 
more typical situations and avoiding 
the tricky borderline cases. In succes- 
sive chapters, each of fifteen to twenty 
pages, problems of basis, of deprecia- 
tion and depletion, of inventories, and 
of bad debts are dealt with. The 
next three chapters deal more briefly 
with a number of other topics. In the 
second part of the book, the authors 
attempt a quantitative item-by-item 
determination of the differences “be- 
tween book profit as shown in pub- 
licly available business reports and 
statutory net income as computed for 
tax purposes.” * 

The result is a book which should 
be useful to accountants, lawyers, 
students of fiscal policy, and statisti- 
cians. The statistician will learn to 
what extent and by what means he 
can compare the “Statistics of In- 
come,” which the Treasury Depart- 
ment extracts from corporate income 
tax returns, with business accounting 
data reported to the Securities and 


2P. 166. 
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Exchange Commission. The student 
of fiscal policy will learn something 
of the specific measures required to 
translate general ideas into workable 
practice. The lawyer, as the drafts- 
man of laws and regulations, will 
learn something about the thought- 
ways of the fiscal experts with whom 
he collaborates. The practicing law- 
yer will learn a little of the logic be- 
hind the income statements and bal- 
ance sheets upon which he is asked 
to base his advice. The accountant 
will be confirmed in his nostalgia for 
the lawyerless Eden in which the 
sole rule of tax law would be found 
in section 41 of the Internal Revenue 
Code,* and he will remain indifferent 
to the authors’ explicit refusal to as- 
sume as between business income and 
taxable income “that one or the other 
concept is correct.” * 

Uncomplicated as the presentation 
is, a sufficient indication is given of 
the complex actualities of present day 
tax practice to show why this practice 
necessarily requires the skill of the 
lawyer as well as that of the account- 
ant. This is not primarily because the 
lawyer has made tax law excessively 
complicated, as has more than once 
been charged.® Many non-lawyers, in- 
cluding the writers of the present vol- 
ume, have been able to master it.” 

8In Europe these complementary skills 
are built in, for the lawyer and economist 
both study in the same university faculty. 

4 Cf. Lasser and Peloubet, Tax Account- 
ing v. Commercial Accounting, 4 Tax L. 
Rev. 343, 357 (1949). 

5P. 4, 

® Lasser and Peloubet, supra note 4, at 
345; May, op. cit. supra note 1, at 69. 

7In recent CPA examinations, commer- 
cial law was passed by a higher percentage 
of candidates than any other subject. 89 J. 
Accountancy 77. 
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The lawyer’s prime usefulness in tax 
law is rather in the fact-presentation 
and fact-finding for which he is pe- 
culiarly trained by his courtroom ex- 
perience, if not by his law school. 
But all too many accountants—unlike 
George O. May, who contributes a 
lively and informative foreword to 
this book—are still bemused by the 
spurious exactness of their statements 
and think of them as “facts.” ® 

The conclusion reached by Smith 
and Butters will not be startling to 
the readers of the Tax Law REviEw. 
We read last year that “ninety-nine 
per cent of tax accounting follows the 
precepts of commercial accounting.” ® 
If this is true then one should expect 
that “when book profit is compared 
with audited statutory net income, 
the two figures tend to be about equal 
in most industries.”*° But the au- 
thors also show that the averages con- 
ceal important differences in particu- 
lar industries, companies, and years. 
Their conclusions are largely based on 
the figures of the eight years, 1929-36, 
during which tax rates were much 
lower than those now in effect. It will 
be interesting to learn some day 
whether the sharp ups and downs of 
tax rates, loophole-closing, and relief 
provisions since 1936 have materially 
altered the picture. If the present 
crisis should require the reenactment 
of an excess profits tax, such a con- 


8 See J. M. Landis, 13 Cert. Pus. Ac- 
COUNTANT 658, quoted by May, 89 J. Ac- 
counTANCY 387. For a brief exposition of 
Mr. May’s views see his article The 
Choice Before Us, 89 J. AccouNTANCY 
206; for a longer one his admirable book 
FINANCIAL ACCOUNTING (1943). 

®Lasser and Peloubet, supra note 4, at 
359. 

10P, 167. 
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tinuation of the Smith-Butters study 
should not be delayed. When tax 
rates reach an 80 per cent ceiling, it 
becomes important to know whether 
the “income” which is being taxed 
bears some relation to economic in- 


come or is a mere accountant’s or 
lawyer’s fiction which can just as well 
be twice or half as large. 

—Harotp MANHEIM * 


* Member of the New York Bar. 
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The Controversy Over EPT 


HARRY J. RUDICK 


I. BACKGROUND OF THE CONTROVERSY 


A: the time this paper was completed,’ the November, 1950 hearings 
on the excess profits tax before the Ways and Means Committee had 


‘been concluded and the Committee had commenced the writing of a bill. 


: 


‘ 


‘ 


Well over one hundred witnesses testified before the Committee.’ If 
the Committee’s decision were based on the preponderance of evidence, 
its verdict would clearly have to be against an excess profits tax, and in 
favor of other methods of increased taxation. With the exception of 
the Treasury and organized labor, virtually all of the witnesses were 
directly or inferentially opposed to EPT. At the hearings, business organ- 
izations and representatives of individual companies presented a practically 
solid front * against the tax even though they realized that a rejection of 
EPT must mean a substantial increase in the standard rates of tax ap- 
plicable to corporate income, which for many corporations would result 
in a larger liability than under almost any EPT which can be enacted.* 


Harry J. Rupick is Professor of Law at New York University, and a partner of Lord, 
Day & Lord, New York City; author of many articles for law reviews; member of 
Tax Committees of the New York State and American Bar Associations; a technical 
advisor to the Subcommittee on Taxes of the Committee for Economic Development ; 
counsel to the Business Committee of the National Planning Association; and a Faculty 
Editor of the Tax Law Review. 

{This article was written at a time when there was a real doubt as to whether the 
excess profits tax would be revived. Subsequent events made the adoption of the tax 
certain. Nevertheless, the policy questions implicit in the controversy over EPT remain 
for consideration with respect to further legislative action. —Eprtor] 


1November 27, 1950. Footnotes preceded by an asterisk(*) contain comments neces- 
sitated by legislative action between that date and December 5, 1950. 

2Shortly before the hearings were to begin, the Committee majority ruled that all 
testimony was to be premised on the assumption that an EPT bill must be reported by 
the Committee, and that therefore testimony was to be confined to the question of what 
kind of an EPT should be enacted. This admonition, however, was more honored in 
the breach than in the observance, and it did not prevent the expression of opposition to an 
EPT. It did, however, succeed in limiting testimony as to alternate methods of raising 
revenue. 

8 Utility representatives did not specifically oppose an EPT but thought it should 


not apply to them. They argued that an EPT on utilities would mean higher utility 
. fates for consumers. 


*The Research Institute of America reported that the answers to a questionnaire 
sent to its subscribers indicated that 50.5% favored higher income taxes, 19% favored 
an EPT, and 30.5% favored a combination of EPT and higher income taxes. 
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l‘urthermore, it is common knowledge that prior to the “mandate” thought! 
to be imposed on Congress by section 701 of the Revenue Act of 1950; 
the Treasury and majorities of the tax-writing committees of the Con- 
gress were opposed to EPT. It is fair to say that tax technicians and the} 
business community were overwhelmingly opposed to EPT.® 

What then were the sources of the hue and cry for EPT? At the 
forefront of the reasons for the clamor is the name of the tax. The word 
“excess” has abhorrent connotations.’ An excess of anything, whether! 
it be rain, sunshine, prices, or sex, is undesirable in the eyes of mosi\ 
people. It is not surprising, therefore, that the popular response should 
be in the affirmative when the abstract question is put whether there should’ 
be a tax on excessive profits. The difficulty is that no one has yet been 
able to prescribe a workable formula for determining what are excessive 
profits. I shall elaborate on this later, but for the present I merely wist 
to point out that this semantic aspect of the problem is of prime importance! 
in understanding the agitation for the tax. Like “pay-as-you-go,” the, 
name “excess profits tax” is, to use the vernacular, a natural. Among 
other generally accepted notions which foster a popular fondness for the 
tax are first, a belief that it takes the profits out of war, and second, a mis- 
conception as to the amount of revenue which the tax produced in World 
War II. The nominal yield of World War II EPT during the six years 
it was in force was $35 billion, but the net yield, i.e., after subtracting! 
the additional income taxes that would have been collected at the income; 
tax rates in effect during these years, was only $16 billion. A corporate 


* Section 701 of the Revenue Act of 1950 reads as follows: 

“Sec. 701. Excess Profits Tax. 

“(a) The House Committee on Ways and Means and the Senate Committee on\ 
Finance are hereby directed to report to the respective Houses of Congress a bill for 
raising revenue by the levying, collection, and payment of corporate excess profits taxes 
with retroactive effect to October 1, or July 1, 1950, said bill to originate as required by 
article I, section 7, of the Constitution. Said bill shall be reported as early as practicable 
during the Eighty-first Congress after November 15, 1950, if the Congress is in session 
in 1950 after such date; and if the Congress is not in session in 1950 after November 15, 
1950, said bill shall be reported during the first session of the Eighty-second Congress, 
and as early as practicable during said session. 

“(b) The Joint Committee on Internal Revenue Taxation, or any duly authorized! 
subcommittee thereof, is hereby authorized and directed to make a full and complete | 
study of the problems involved in the taxation of excess profits accruing to corporations’ 
as the result of the national defense program in which the United States is now engaged. 
The joint committee shall report the results of its study to the House Committee on Ways) 
and Means and the Senate Committee on Finance as soon as practicable.” 





® Business spokesmen were strangely silent at the first flaring of the controversy and 
did not become vocal in their opposition until shortly before the hearings began. It has| 
heen suggested that one reason for their silence was embarrassment over price increases 
and huge profits. Beardsley Ruml, in a speech on September 19, 1950 before the American! 
Bar Association in: Washington, advanced a more complex reason: “The extreme and) 
uncritical clamor for an excess profits tax is an hysterical manifestation of schizophrenic) 
masochism -of which we seem to have plenty these days.” 

7 The Seeretary of the Treasury admitted in his testimony that he did not like the 


’ 


term “excess” profits. 
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income tax rate increase of about 15 points (from 40% to about 55%) 
would have yielded the same revenue.® 

A review of the chain of circumstances which precipitated the present 
controversy may also be of use in understanding the reasons for it. The 
Revenue Act of 1950 did not start out as a bill to increase the revenue. 
As introduced by the Ways and Means Committee, it provided for sharp 
reductions in excise taxes—reductions long overdue in view of the dis- 
criminatory nature of these taxes—which were to be recouped by a modest 
increase in the corporation income tax, the closing of certain loopholes, 
the imposition of a dividend withholding tax, etc.; and in this form, it 
passed the House and was sent to the Senate. Then came Korea. It 
immediately became apparent that the Government would have to embark 
on a much more extensive armament program than had previously been 
contemplated ; not so extensive, of course, as that of World War II when 
military expenditures consumed approximately 40% of the gross national 
product, but sufficiently extensive perhaps to absorb 20%. Everyone 
seemed agreed that the required expenditures should be financed on a 
pay-as-you-go basis, i.e., we should not resort to deficit-financing but 
should increase taxes to meet the enlarged defense outlay. In order that 
such higher taxes might be enacted as speedily as possible, it was agreed 
among the legislative leaders that instead of waiting for the House of 
Representatives to write a new bill—all revenue legislation must, under 
the Constitution, originate in the House—the Senate would take the 1950 
bill as passed by the House and rewrite it. The bill, as it emerged from the 
Senate Finance Committee, provided for an over-all annual increase in the 
tax burden of approximately $4.5 billion. Instead of reducing excise 
taxes, the scope of such taxes was broadened and the rates of individual 
and corporate taxes were increased. The loophole-closing provisions con- 
tained in the House bill were, in the main, retained, but their impact was 
softened. 

At the time the bill was reported out by the Senate Committee, 
August 22, 1950, the fighting in Korea was not going well and casualties 
among members of our armed forces were high. It was also recognized 
that the defense spending program would stimulate a boom in the economy 
and that corporate profits (before taxes) would probably reach record 
levels. Inspired partly by political motives—elections were coming up— 
but to greater extent by a sincere feeling that profits accruing to business 
as a result of the armament program could be and should be subjected to 
a special tax, a group soon formed in the Senate under the leadership 
of Senator O’Mahoney with the announced purpose of forcing the addi- 


tion of an excess profits tax to the 1950 bill. This group gathered momen- 


8 Exhibit 1, accompanying Secretary Snyder’s statement, p. 6. 
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tum and acquired such strength that the Finance Committee, in order 
to assure passage of the bill, was compelled to consent to a floor amend- 
ment which directed the tax-writing committees of Congress to report 
to the next Congress (the 82nd commencing after January 1, 1950) an 
EPT bill retroactive to either July 1 or October 1, 1950.° 

The bill was then sent back to the House. There, while the Senate 
and House conferees worked up the final bill, a pro-EPT group, equally 
as vociferous as its Senate counterpart, threatened to block passage of the 
entire bill unless an EPT was included in the bill. To insure passage it 
was found necessary to amend the directive (section 701 of the Act) and 
make it provide that the EPT bill should be reported as early as practicable 
after November 15, 1950 during the 81st Congress, but if Congress was 
not in session after that date, the bill was to be reported as early as 
practicable during the 82nd Congress.*° 

The Chairmen of the Senate and House Committees have justifiably 
interpreted section 701 as a “mandate” to report, to the 81st Congress 
if possible, a bill which would tax corporate excess profits.”* 


II. ARGUMENTS AGAINST AND FOR EPT 


Having recounted the background of the controversy, we now propose 
to examine the pros and cons of EPT, or rather of an EPT like the last 
one, since if one is adopted, it is fairly certain to bear a close resemblance, 
in its basic features, to the World War II statute. 

The very name EPT implies that the profits which are subjected to 
the tax are to be in excess of something. It has been generally assumed 
that the something is in earnings’ experience of some prior period (or 
some fraction of that earnings’ experience) or, in the alternative, a speci- 
fied return on capital invested in the business. (As will be seen, neither 
of these criteria is a satisfactory universal standard for measuring “‘nor- 


9 Sec. 701 of the bill as it emerged from the Senate. The vote on the amendment was 
42 to 36. 

10 The vote in the House on the adoption of the Conference Report was 328 to 7. 
The 1950 Revenue Act provided for an increased rate of withholding tax on wages com- 
mencing October 1, 1950, and in order to obtain enactment by that date the legislative 
leaders were forced to capitulate to the EPT blocs in both houses by agreeing to the 
addition to the bill of section 701. 

11Jt has been argued that section 701 may also be justifiably construed as justifying 
a supplementary tax at a flat rate on all corporate profits or a combination of a flat rate 
increase and an excess profits tax. The argument is not persuasive even though it may 
possibly be sustained. Shortly after the October adjournment of Congress, the Treasury 
staff and the staff of the Joint Committee on Internal Revenue Legislation began inter- 
views with various business groups and others, with a view to submitting an EPT to 
the Congressional committees which would be an improvement over the EPT of World 
War II. To date, neither the Treasury nor the staff of the Joint Committee has proposed 
any very radical changes from the pattern of that law. 
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mal” profits.) Another feature of EPT inherent in its professed purpose 
of curbing profiteering, is that the rate must be high, since if a company 
really does profiteer, that is, makes profits which are beyond what is 
generally thought commensurate with risk and enterprise, the rate should 
be high in order to recapture to as great a degree as possible these “exces- 


’ sive” profits. (Here we are faced with the difficulty of applying a sub- 


~~e 


jective test to an objective problem, namely, ascertaining the point at 
which profits become “excessive,” bearing in mind the nature of the 
business, the amounts of money and energy at risk, etc.) What are the 
shortcomings and advantages of such a tax? 

I propose to begin with an argument of those who oppose EPT : because 
of the high marginal rate (75% under the Treasury proposal,* ** it will 
encourage waste and inefficiency or, at least, discourage economy and 
efficiency. Thus, the measure will be inflationary at a time when we 
are endeavoring to check inflation. When the managers of a corporation 
can retain for their stockholders only 25% of any savings they can effect, 
the inducement to save is weak and the temptation to spend is strong. 
Money spent for non-productive and non-essential purposes serves to bid 
up the prices of materials and services. This results in higher legitimate 
production costs and higher prices of goods. 

To this argument the proponents answer that patriotism will curb the 
extravagances and waste that a high marginal rate of EPT inspires; and 
that if patriotism is not enough, legislation can be enacted which will 
limit expense deductions so that unnecessary advertising, entertainment 
expenditures, etc., would be disallowed. The CIO representative proposed 
during the hearings that certain expense deductions should be limited to 
the same percentage of sales during EPT periods as during the base 
period. Naturally, he did not suggest that a corresponding limitation be 
placed upon wages.** 

Reason and experience during World War II are on the side of those 
who consider EPT inflationary. In the course of the hearings even the 
Secretary of the Treasury and the AFL representative conceded the in- 
flationary tendencies of EPT. The argument that patriotism will curb 


expenditures of dubious necessity is naive. When an extremely high 


*12 This rate was later accepted by the Ways and Means Committee in the bill (H.R. 
9827) which it reported. 

18 The intellectual honesty of labor leaders in advocating EPT has been challenged. 
It is said that they want EPT because they know that it will make it easier for them 
to obtain wage increases for union members. Whatever the motives of the leaders of 
organized labor, EPT will not necessarily be an unmixed blessing to them, since the 
inflationary wage spiral which EPT would accentuate could well lead to the imposition 
of direct wage controls (which labor does not want) as well as direct price controls 
(which business does not want). 
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percentage of profits is payable as taxes, it becomes prudent for manage. | 
ment to make expenditures that under ordinary circumstances would 

be improvident. I am not here referring only to such expenditures as ad- 

vertising, traveling, and entertaining, which are relatively insignificant even | 
though they are good for jokes, but to such more important items as | 
maintenance, salaries and wages, new plants subject to the five-year) 
amortization allowance, etc. One of the witnesses was blunt enough to 

tell the Ways and Means Commitee that if there were an EPT, he would 

see to it that there were no “excess” profits in his company. 

The remedy suggested by the CIO of limiting expense deductions is? 
utterly impracticable. The freezing of expense deductions to the base 
period percentages would produce the most serious dislocations and 
inequities. Imagine the complaint of company A, which during the base 
period spent only 1% of its sales on advertising, if its principal competitor, 
which had been spending 5%, could continue to enjoy the benefit of the’ 
differential. Furthermore, consider the tremendous administrative difficul- 
ties involved in verifying the necessity of corporate expenditures. 

Beardsley Ruml has pointed out to me a factor which no one else seems 
to have mentioned during the controversy, and that is that under an EPT 
business will be dealing with two kinds of dollars, those which are subject 
to EPT and those which are not.* ** Corporations which are in EPT 
brackets will be able to spend money on business promotion and good-will 
development, e.g., free maintenance of an article for a specified period 
after purchase, much more cheaply than competitors subject only to 
standard rates. Since the companies which pay EPT are, in the main, 
the stronger and more powerful companies,”* this double standard will 
enable them by low-cost research and service to entrench themselves even 
more strongly and place their smaller competitors at a further disad- ’ 
vantage." The advantage is not so important in a period of total war 
when shortages are so great that the mere possession of goods enables the 
smaller concern to compete on favorable terms with the large; but this 
is not going to be the situation during the years ahead, or at least we hope 
it will not. During this period we hope that it will be possible to increase 
production so that we can have in reasonable quantities butter as well as 
guns. 

Allied with the charge that EPT is inflationary, is the contention that| 
it puts a brake on incentive and the investment of equity capital, and hence 


*14 Mr. Ruml brought this point to the attention of the Senate Finance Committee in his / 
eloquent and courageous testimony on December 5, 1950. } 

15 Exhibit accompanying statement of Secretary Snyder, p. 10. 

16 Cf. Carter Glass in 1919: “{EPT] confirms old ventures in their monopolies.” See 
infra p. 145. 
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tends to discourage increased production at a time when increased pro- 
duction is the very goal for which we strive. This was the underlying 
burden of much of the testimony before the Ways and Means Committee. 
Here again, the EPT proponents seem to think that patriotism will bring 
us through, and point to the production miracles of World War II. What 
the proponents overlook is that the flame of patriotism burns much less 
brightly in a cold war or a localized war than it does in all-out combat. 
It can hardly be denied that the will to expend effort and risk capital is 
weaker when the reward is 25% than when the reward is approximately 
twice as much. 

Moreover, whereas in a hot war there is a general feeling that the period 
of blood, sweat and tears, and self-sacrifice must end within a reasonable 
number of years, the era of cold war which we now face has no foreseeable 
termination. People and nations eventually become exhausted with killing 
each other. And if history has any license to teach, we know that shooting 
wars must some time come to an end; but bellicosity and belligerence 
seem to be abiding scourges. Producers may be willing for a period of 
measurable length—even though it be many years—unstintingly to devote 
their time and money to the cause of production for a quarter of their 
value if they feel that at the end of the period they can once more expect 
a return that makes effort and risk worthwhile; but when they are faced, 
for an indefinite term of constant tension, with the prospect of a very low 
yield for their effort and risk, the consequences may be quite different. 

A further argument against EPT is that its impact is necessarily erratic 
and inequitable because no workable formula has or can be found which 
will separate out defense profits from so-called normal profits. EPT will 
catch within its net corporations which, but for the emergency, would 
have realized profits even beyond those which they will realize under the 
armament program, and will fail to catch corporations which will realize 
large profits as a result of defense expenditures but which would have 
suffered decreased earnings in the absence of that program. For example, 
consider the television industry. It is not unreasonable to believe that if 
the Kremlin were to let the world live in peace, the television industry 
would enjoy unprecedented earnings. Under the emergency program, 
with its cutbacks of civilian electronics production, the profits of com- 
panies in the industry may possibly be large but will probably be less than 
if there were no emergency program; yet, because in the designated base 
period, which happened to be a period of development in the industry, 
they realized relatively low earnings, and because the ratio of invested 
capital to earnings in the industry is generally low, the greater part of 
their future earnings would be subject to EPT. 

By way of contrast, look at the automobile industry. It is reasonable 
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to conclude that the automobile industry, absent the emergency, would 
have reached its earnings peak for some time to come during the years 
1947 to 1950, and that in 1951, and perhaps for some time after that, | 
its earnings would have declined, the pent-up demand for cars that was / 
built up during the war having been satisfied. As a result of the armament | 
program, the automobile industry will probably continue to enjoy large 
earnings, but little if any of these earnings will be subject to EPT because 
of the high credit resulting from huge earnings during the base period 
years.”* \ 

Consider also the railroads. During World War II the railroads, even{ 
though they prospered mightily as a result of the traffic engendered by’ 
the war, paid a ridiculously low amount of EPT.** (Only a handful of, 
the nation’s railroads paid any EPT.) The reason was that they were. 
allowed a credit based on an historic invested capital of great magnitude, 
which, for years, had borne no relationship whatever to the market value 
of the securities issued by the railroads. The railroads are again doing | 
well as a result of the armament program and will continue to do so, but 
again they wili pay little or no EPT because of the credit based on an 
unreal concept of invested capital which, however, happens to be the only 
concept of invested capital that will work at all. The steel industry too, 
because of its historic invested capital, will probably not be hit too badly 
by EPT. 

Congress, in recognition of the fact that the general formulas prescribed | 
in the World War II EPT did produce inequitable disparities between 
industries and between members of the same industry, enacted a host of 
relief provisions, both specific and general. Provisions, such as the growth 
formula, under which a company with larger earnings during the last ; 
half of its base period than during the first half received an increased 
credit, and the elimination of certain “abnormalities” in the base period 
or during the taxable period, evened out some of the unjustified differences 
in treatment as between industries and competitors, but at the same time 
aggravated others not specifically covered by the statute. The general 
relief provisions, it is universally agreed, have worked badly. The ad- | 
ministrative burden entailed by such general provisions is apparently too | 
great to be borne by Bureau of Internal Revenue personnel. At least, 
the wholly unsatisfactory administration of section 722 has indicated | 
that this is so.” 


17 My assumptions with respect to the television and automobile industries may not be { 
correct for those industries, but they must be correct for some industries, and they serve ; 
conveniently for illustrative purposes. 

18 Fortune 71-72 (Dec. 1950). 

19 See a recent Report by a special committee of the Tax Section of the American Bar 
Association. For a further discussion of the general relief provisions see infra. 
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Another discriminatory feature of EPT is that it applies only to cor- 
porations and not to individuals and partnerships. The proponents con- 
cede that it is administratively impracticable to apply EPT to partnerships 
and individuals,” but they say that the rates of individual tax are so 
high that most of the excessive profits are subjected to approximately 
the same rates as if they were subject to the EPT rates. However, this 
is not a satisfactory answer. It is well known that with the advent of 
EPT in World War II, many closely-owned corporations were dissolved 
and carried on as individual proprietorships or partnerships, frequently 
as family partnerships, with children as well as wives as partners. Many 
of these businesses changed back to the corporate form when the EPT 
was repealed in 1945. It is safe to predict that when another EPT is 
enacted, the experience of World War II will be repeated. There is, of 
course, no gainsaying the fact that like corporations, partnerships and 
individual proprietorships will realize higher profits as a result of the 
defense expenditure program, but they will not be subject to EPT. Ad- 
mittedly, most of these sole proprietorships and partnerships will be small 
businesses, but there is no more justification for allowing them to profit 
out of defense than there is for large companies. 

A final but not negligible complaint against EPT is its difficulty of ad- 
ministration. Its bewildering complexity, a necessary concomitant of the 
elaborate provisions required to make it tolerable, causes the expenditure, 
by both business and Government personnel, of a huge amount of time 
and money which might better be devoted to more productive purposes. 

Now let us turn to the arguments of those who advocate EPT. The 
testimony of the Secretary of the Treasury to the Ways and Means Com- 
mittee urged these reasons for the tax: 

1. EPT is necessary to contribute to the increased cost of defense. 

2. It is necessary to help check inflationary pressures and enable the 
Government to maintain a strong financial position. 

3. EPT will get at high profits resulting from the defense program. 

The first of these arguments, that EPT is needed to contribute to the 
increased cost of defense, cannot withstand thoughtful consideration. It 
is perfectly clear that the $4 billion which the Treasury proposes to raise 
by EPT can be raised readily by other means. The Committee for Eco- 
nomic Development, which enjoys an excellent reputation for objectivity, 
has stated that an increase in the corporate income tax rate to 53% (33% 


20 The first EPT in American history was enacted on March 3, 1917 and applied to 
partnerships as well as corporations. It never became effective, being replaced by the 
EPT of the Second Revenue Act of 1917, which applied to individuals as well as to 
partnerships and corporations. The 1918 Act applied only to corporations and partnerships. 
See APPENDIX, infra. 
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on the first $25,000) will produce $3 billion,’ or three-fourths of the 
amount estimated by the Treasury as the yield under its EPT proposal. 
The Committee for Economic Development goes on to suggest that 
another $3 billion can be raised by an addition to the individual income 
tax of a tax equal to 5% of income in excess of exemptions and the 
present tax; and that further requirements be met by an overhauling of 
the coverage and an increase of the yield of the excise tax base. 

It should be emphasized that the business witnesses before the Ways 
and Means Committee did not object to the imposition of higher taxes 
on corporations. They were all agreed that it would be fair to exact from 
corporations a substantial share of the increased revenue requirements, 
but they would much prefer an increase in the standard rate of corporate 
tax to an EPT. 

The second argument advanced in favor of EPT, that it will help to 
check inflationary pressures, is equally weak, as has been demonstrated 
above. In fact, upon cross-examination by members of the Committee, 
the Secretary was forced to admit that EPT has inflationary rather than 
deflationary tendencies.” 

The third argument of the Treasury, that EPT will tax the high profits 
resulting from the defense program, is unquestionably the strongest argu- 
ment in favor of EPT. It has already been examined to some extent in 
connection with the argument of the opponents that EPT operates er- 
ratically and inequitably, but requires elaboration. It must be admitted 
that in a large number of cases, EPT will reach the very profits it is 
presumably aimed at, i.e., profits which would never have been realized 
were it not for the defense program. True, renegotiation of Government 
contracts can and should, of course, recapture from such contracts profits 
thought to be in excess of a fair rate, taking into account effort, risk, etc. 
However, as a number of witnesses * pointed out in the hearings, profits 
from the defense program do not extend only to direct, or even indirect, 
suppliers of Government needs ; they permeate the entire economy. Secre- 


21 Committee for Economic Development, Paying for Defense, A Statement on National 
Policy, 22 (1950). The Treasury’s statement indicates that each point of increase in 
the corporation tax will produce $350 million and that accordingly, to raise $4 billion, 
the income tax rate will have to be raised from 45% to 57%. This may not sufficiently 
take into account the fact that corporate profits before tax are likely to rise under 
the defense spending program. See the CED Statement. 

22 Note the following from Time, 89 (Nov. 27, 1950) : 

“Like many another administration tax expert, Secretary of the Treasury, John Wesley 
Snyder, has privately intimated that he is against an excess profits tax even though his 
boss in the White House is for it; but last week when the House Ways and Means 
Committee began hearings to draft a bill.for such a tax, Secretary Snyder trotted over 
like a good soldier to do battle for it.” 

23 See, for example, the testimony of Robert C. Tait and Leon Henderson, representing 
the Business Committee on Emergency Corporate Taxation. 











he 
al. 
at 
ne 
he 
of 


1951] THE CONTROVERSY OVER EPT 131 


tary Snyder cited an example in his testimony. He said, “If, for example, 
the defense program absorbs the facilities of one manufacturer, thereby 
increasing civilian demand for the products of another manufacturer of 
similar articles, it has contributed to the profits of the producer of civilian 
goods as certainly as to the profits of the producer of military supplies.” 

There are many other cases in which taxpayers can indirectly benefit 
from the defense spending program. For instance, assume that a mill 
which had been shut down reopens as a result of orders obtained from 
the military. The landlord who owns the plant will receive rents which 
he would otherwise probably never have received (or he may sell the 
plant and receive a windfall profit which would probably not be subject 
to EPT).* Due to the increased employment and spending power in the 
community, the local stores, movie houses, service establishments, etc. 
will all have increased sales and increased earnings. Thus, the profits 
from the armament program will percolate down through the entire 
economy and, as one witness said, if profits resulting from the defense 
program were to be called “excess profits,” then virtually all business may 
be said to make excess profits.” 

Yet under an EPT, a very substantial proportion of these defense 
profits will never be reached. To begin with, individuals and partnerships 
which will derive a good share, will not be subject to EPT. In the second 
place, only a small proportion of the business corporations of the country 
will be subject to the tax. During the EPT of World War II, the number 
of corporations subject to EPT never exceeded one-fourth of the number 
of corporations subject to income tax.”* It simply cannot be assumed 
that more than three-fourths of all corporations subject to income tax 
did not share in the profits generated by the war spending. Thus it be- 
comes pretty apparent that if its principal function is to hit defense profits, 
EPT can cover only a portion of its target and must miss a very large 
if not the greater part of it. 

The Secretary, in his statement, conceded that all segments of the 
economy are enjoying prosperity, but asserted that the gains have been 
more striking in corporate profits. This statement was based on the fact 
that dollar-wise, corporate profits have reached unprecedented levels. “It 
is estimated that corporation profits before taxes for this year will total 
$37 billion or $3 billion in excess of the peak year 1948.” However, 
corporate profits for 1950 after taxes will be only $1 billion above the 


24 Capital gains will presumably continue to be exempt from EPT. 

25 Testimony of Robert C. Tait, supra note 23. 

26 Exhibit 1, accompanying Secretary Snyder’s statement, p. 7, gives the following 
percentages of corporations with net income which were subject to EPT: 1940, 6.1%; 
1941, 16.0%; 1942, 20.0%; 1943, 24.0% ; 1944, 19.4%; 1945, 17.2%. 
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peak of 1948 and the 3 point increase in corporate rate for 1951 would 
offset this increase if corporate profits for 1951 do not go above those 
of 1950. The statement also points to the fact that the average of profits 
before taxes for the years 1946-49 was more than five times the 1936-39 
average. However, the rise in corporate profits after taxes in relation 
to national income has not been nearly so steep. During the years 1936-39, 
a period which, as the Secretary conceded, was one in which the rate of 
earnings on capital was very low,”’ the average of corporate profits after 
taxes was $4,170 million or about 6.0% of the average national income 
($70 billion) during these years. During the years 1946-49, the com- 
parable figures are $17,840 million (out of $205 billion) and 8.7%." 
The gross national product has nearly quadrupled since 1936 to 1939. 

Another point made by the Secretary in his testimony is that the average 
rate of return on net worth of all corporations with net income is higher 
than it used to be. In the 1936-39 period, a period which, as stated above, 
was not a particularly favorable one for business, the rate of return 
(after tax) on net worth was 7%, whereas in 1947 (the last year for 
which the Treasury has available figures), it was 13%, and is probably 
higher now. That the rate of return on equity capital (capital stock 
and surplus) has increased is doubtless true, but the significance of the 
statement cannot be clearly understood without taking into account the 
fact that as the years have gone by, corporations have more and more 
resorted to borrowing rather than to equity securities for capital purposes. 
They have pursued this course largely because of Government policies, 
namely, a cheap money policy and a differential in tax treatment of interest 
and dividends, the former being deductible for income tax purposes and 
the latter not. (As the rate of corporation tax has risen, so has the sig- 
nificance of the differential increased.) If we reflect that the percentage 
of total capital, which today represents borrowed capital, has increased 
very materially since 1936-39, the Secretary’s argument loses its force. 
Moreover, the net worth figures shown in corporate income tax returns 
are not reflections of current net worth, but merely of historic net worth, 
that is, original capital investment plus accumulated profits. If net worth 
were adjusted to reflect replacement values which are, for most companies, 
very much higher than book values, the ratio of income after tax to net 
worth would be very materially reduced. 

An argument not advanced by the Secretary but sometimes urged, is 
that EPT is necessary for morale purposes. The validity of this argument 
fluctuates with the degree of emergency. In an all-out war, with direct 


27 Secretary’s statement, p. 9. 
28 Sources: for corporate profits after taxes, Table 1, accompanying the Secretary’s 
statement; for national income, Survey of Current Business, Department of Commerce. 
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wage and price controls, I would consider EPT, with all its faults, as 
perhaps essential. For better or for worse, we did have EPT during 
World War I and World War II, and if in a comparable period, people 
labored under the illusion that the emergency was not grave because we 
had no EPT, or if people were dominated by the notion that business 
was not bearing its fair share of the tax load, the effect on programs 
which require public cooperation, such as rationing, priorities, bond saving, 
etc., might well be disastrous. However, we are, fortunately, not engulfed 
in a total war—yet—and there is little evidence that EPT is essential so 
long as the military requirements consume only about one-fifth of our 
total production, so that the satisfaction of civilian needs is still the 
dominant function of our economy. 


III. THe TREASURY PROPOSAL 


From what has been said, it may be gathered that the writer, like most 
people who have expressed an opinion on EPT, thinks that the arguments 
against the tax outweigh those in favor of it. Nevertheless, the political 
pressures which resulted in the “mandate” persist, albeit somewhat 
lessened since the elections. It will therefore not be surprising if emo- 
tionalism and politics.** triumph over reason and an EPT is enacted. If 
we do have one, it seems fairly certain that it will conform in its essential 
characteristics *° to the Treasury proposal (which in turn follows the 
pattern of EPT in World War II). It therefore seems in order to offer 
a critique of the salient features of the Treasury’s proposal. 

The Rate of Tax. The Secretary put his discussion of rate at the end 
of his statements. However, since the high marginal rate is at the root 
of the opposition to EPT, I propose to discuss it first. The Secretary 
justified the Treasury’s suggestion of a 75% rate as follows: 

The type of defense tax I have described must produce adequate revenue 
without involving very high marginal rates and without penalizing unduly 


corporations not sharing in the high level of profits. Excessively high rates 
tend to increase inflationary pressures because they induce waste and in- 
efficiency. 

In a situation short of total war and in the absence of comprehensive eco- 
nomic controls, it is necessary to retain the economic incentives of our private 
enterprise economy. Nonetheless, a properly designed profits tax is essential 
for a balanced anti-inflation program since economic controls and higher 
taxes on individuals would be unfair unless high corporate profits carry 
their fair share of the tax load. 

I believe you will agree that there would be little advantage, if any, in 


29 The lead article in FortUNE for December, 1950, is entitled The Excess Politics Tax. 
30 The Secretary suggested confining “this year’s legislation td basic essentials, de- 
ferring consideration of provisions with more restricted application to next year.” 
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adopting this new tax if its rates were only a few percentage points higher 
than those of the regular corporation income tax. Such a tax would impose 
additional burdens by way of taxpayers’ compliance and tax administration 
which would be warranted only if it produced significant amounts of revenue. 
At the same time, however, it is also desirable to avoid rates as high as the 
854% rate employed in the last wartime tax. If under present conditions and 
in the absence of wartime production motivation corporations were allowed 
to retain only a small part of any additional income they earn, they may not 
be left with sufficient incentive to maximize production. Under the present 
circumstances a rate of around 75% appears to be reasonable. This would 
mean a differential tax of 30% over the regular 45% corporation normal and 
surtax. 


This statement gives the show away. It amounts to a concession that 
EPT is inflationary in its tendencies. The only question is one of degree. 
The higher the rate the greater the waste and inefficiency; the lower the 
rate the less the waste and inefficiency, and the greater the incentive to 
expand production. Accordingly, a 75% rate is better than an 85% rate; 
a 65% rate is still better; and at 55%, the difference (from a 45% in- 
come tax rate) is too small to warrant all the fuss and bother—and it is 
very considerable—of complying with the tax and administering it.™ 

Tied in with the question of rate is, of course, the matter of base (the 
so-called “normal earnings”) which is to be subject only to income tax and 
not to EPT. In calculating the yield of EPT, both factors must be taken 
into account. The lower the base the lower need be the rate; conversely, 
the higher the base the higher must be the rate. From the viewpoint of 
curbing the inflationary pressures of EPT, it seems preferable to have 
a lower base and a lower rate. Again to quote the Secretary : 


To achieve the President’s revenue objective with a tax of the type I have 
described, and with a 75% tax rate, it would be necessary to reduce base 
period earnings by 25% for purposes of computing the credit. This cutback 
of the base period to 75% may be justified on grounds similar to those which 
underlay the cutback to 95% in the World War II tax. It was the view of 
Congress then that firms in a position to use an earnings credit would, in 
effect, obtain an allowance equal to very high rates of return on their invested 
capital and would thus enjoy a big advantage over those restricted to the 
invested capital base. This advantage is even greater now than it was under 
the old law. The fact that some defense profits pre-dated Korea also supports 
some reduction in the credit based on pre-1950 earnings. 

It must be recognized that if the base period earnings credit is reduced, 
this tax will apply to some firms whose current profits are no higher than the 
average of their best three base-period years. For these firms the tax increase 
resulting from the 25 per cent reduction in the credit will be equivalent to a 


31 The Treasury reached the tentative conclusion that graduated EPT rates such as 
those which were in force during World War II prior to 1942 would not be necessary 
under present conditions. The rates of World Wars I and II are shown in the AppEnprx, 
infra. 
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74 percentage point increase in the corporate rate. However, the over-all 
distribution of tax burdens under this profits tax will differ from an equal 
general corporate income tax rate increase. Firms whose earnings had de- 
clined below 75% of the three-year average would pay none of the increase. 
Firms with earnings between 75 and 100% of this average would pay only 
a small portion of a flat increase. Finally, firms whose earnings had actually 
increased over this average would pay more than 74% additional tax on their 
entire income, depending on how much their profits increased. 

A lower than “normal” base will tend to produce some waste and 
inefficiency in companies whose net earnings fall in the notch between the 
base and normal earnings, but this is better than having a higher EPT rate 
which would apply to all companies. There is also a good deal to be said 
for keeping down the rate of tax applicable to corporations whose earnings 
have declined. On the other hand, it is equally undesirable to impose a 
high EPT on new companies which can have no earnings base, when their 
established competitors are paying only income tax on their base. Stated 
differently, the general maladjustment that would result from a higher 
income tax in lieu of an EPT would be no greater than the general 
inequities produced by EPT. The two considerations thus cancel each 
other. 

Of the witnesses who commented on the rate, only the representatives 
of the C.I.O. and the United Electrical Workers Union suggested 
a higher rate than 75%. Most of the others who discussed rate thought 
it should be lower than 75%. 

The Credit. The World War II law set the pattern for an alternative 
credit: the higher of a base computed by reference to the earnings of a 
base period, or a base consisting of specified percentages of return on in- 
vested capital.** The Treasury now suggests following this pattern; and 
if we must have an EPT, it seems wise again to allow corporations their 
choice of the two methods. The alternative bases afford a partial equating 
of industries and competitors. If the credit were based only on invested 
capital as it was in World I,** it wotfid be unfair to industries with tradi- 
tionally low ratios of invested capital to earnings and would penalize the 
efficient companies in an industry; while if only the base period income 
credit were authorized, it would unjustly penalize companies for whom 
the selected base period was, for one reason or another, a relatively poor 
one. Moreover, the income method could not be used at all for companies 
not in existence during the base period,* ** and the invested capital method 


82 Under the prior law the computation of excess ‘profits net income varied somewhat 
according to the credit method chosen. 

33 See APPENDIX, infra for credits allowed under the EPT of World War I. 

*34The Ways and Means Committee in the bill which it reported (H.R. 9827) has 
allowed a new corporation (defined as a corporation commencing business after 1946) 
an alternative credit equal to the average rate of return experienced by its industry in 
the base period. 
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would not be suitable for companies which are engaged primarily in a 
service business and require relatively small amounts of capital. 

A number of the witnesses expressed the opinion that in computing 
income subject to EPT, there should. be deducted not only the credit but 
the amount of income tax as well. For example, suppose the net income 
was $1 million on which the income tax was $445,000, and suppose 
further, that the company had a credit (including any specific exemption) 
of $350,000; *° then the amount subject to EPT would be $205,000 and 
the tax at the 75% rate would be $153,750. This was the method of com- 
putation for the year 1940, the first year of World War II EPT, but it 
was changed in 1942 with a view to producing greater revenue so that ail 
earnings above the credit were subject to EPT, and earnings not above 
the credit were subject to income tax only.** Under this later method, 
the excess profits tax in the situation given above would be $487,500 and 
the income tax would be $152,500. The aggregate tax under the earlier 
method would be $598,750 as against $640,000 under the later method. 
(The differential under the rates in force during 1944-5 would have been 
greater because of the larger difference between the income tax rate 
(40%) and EPT rate (854%) during those years.) The later method 
is defensible in principle, since if we accept the premise that all profits 
above the credit constitute “excess profits,” the whole of them ought to 
be subjected to EPT. In any event, since the earlier method may ma- 
terially cut down the revenue obtained from the tax, it is not likely to 
be adopted now, except possibly for regulated utilities.* ** 

The Base Period Earnings Credit. For purposes of the World War II 
EPT, the base period chosen was 1936-39, and the credit amounted to 
95% of the average earnings of these four years with an adjustment to 
offset partially the depressing effect of a bad year on the average,** and 


35]f the company computed its credit under the income method, it would have to 
reduce its base period net income by income taxes of that period. 

86 For the year 1941, the EPT was allowed as a deduction from income in computing 
income tax. Thereafter, however, neither tax was allowed as a deduction against the 
other. For a statement of the problems involved in the interaction of the two taxes, see 
Peterson, The Statutory Evolution of the Excess Profits Tax, X Law & Contemp. Pros. 
3, 13-14 (1943). 

*37 The Ways and Means Committee has, in H.R. 9827, in effect allowed the railroads, 
airlines, and utility companies to compute adjusted EPT net income by deducting income 
tax as well as a credit based on invested capital. 

38 In computing the credit under the law in effect for the years 1942-45, the earnings 
of the three highest years in the tax period were averaged and if the earnings of the 
lowest year were less than 75% of this average, such earnings were increased to 75% 
of the average. This was known as the “75% rule.” Under the law in effect for 1940 
and 1941, if there was a deficit for one or more of the base period years, the year of the 
largest deficit was eliminated in computing the average. This was known as the “deficit 
rule.” 
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an adjustment for the benefit of “growth” companies under which a 
company with higher earnings during the last half of its base period than 
during the first half received an increased credit.** Under the present 
Treasury proposal, the selected base period will be the years 1946—49,*° 
and the base would be 75% of the average of the best three years during 
this period. If we must have an EPT, the period suggested by the 
Treasury seems to be as fair as any that has been suggested.** The 75% 
base is more controversial. The business witnesses nearly all felt that the 
base should be 100% rather than 75% of the average earnings for the 
year or years chosen. 

Dialectically, proponents of the 100% base are correct; if during the 
base period a company has earned $100,000, it must be presumed that 
these are “normal” earnings and only the excess of earnings during the 
emergency period over these normal earnings should be subject to EPT. 
However, if the tax is to produce a yield sufficient to warrant the trouble 
and expense of complying with it and administering it, either the rate 
of tax must be made higher or the base must be lower and as stated 
earlier, it seems preferable to choose the lesser of these evils, namely, a 
lower Lase.* ** 

A Treasury-sponsored change in the earnings credit, whereby companies 
using that method (as well as companies employing the invested capital 
method) would be allowed an increase in credit on account of retained 
earnings, met with general approval on the part of business witnesses. 
Under the prior law, companies using the invested capital method were 
allowed to add to invested capital of the taxable year the retained earnings 


89 The growth formula, which was enacted in 1941—retroactive to 1940—provided that 
a corporation could compute its credit by adding to its average earnings for the last 
two years of the base period, one-quarter of the excess of its earnings during the last 
two years over its average earnings during the first two years. There was a ceiling equal 
to the earnings for the highest of any year in the base period. 

40 As the Secretary’s statement points out, it would be utterly impracticable now to use 
the years 1936-39 as a base. Forty-five per cent of the number of corporations in 
existence today have been organized since 1939 and the gross national product has nearly 
quadrupled since then. 

#1 Among other periods suggested were (1) the average of the best two years 1947-49 
and (2) the best year during 1946-49. 

*42 The Ways and Means Committee in H.R. 9827 has made the base 85% of the 
average of the three best years 1946-49. A deficit for any of these three years would be 
counted as zero. There are two general growth provisions: (1) a base period capital 
addition applicable to all companies using the average income method; and (2) a special 
formula applicable only to companies meeting the following requirements: (a) total 
assets of not over $20 million, and (b) with payroll during the last half of the base period 
130% or more of the payroll for the first half, or with gross receipts for the last half 
150% or more of the gross receipts for the first half. Under this special formula, the com- 
pany’s average base period income is the average for the last two years of the base period 
or the earnings of the last year, whichever is higher. 








138 TAX LAW REVIEW [ Vol. 6: 


of all prior taxable years; but companies using the income method were 
allowed no additional credit on account of retained earnings. 

Another difference in treatment under the prior law related to the 
investment of new capital, i.e., capital invested after the base period. A 
corporation using the income method was allowed to increase its credit 
by 8% of new capital invested in the corporation, whereas companies 
using the invested capital method were allowed to add to invested capital 
125% of the amount of new capital actually invested. For companies with 
invested capital of not more than $5 million, this meant an added credit 
of 10% of the new capital, while for larger companies the credit was a 
somewhat smaller percentage. 

The Treasury, as well as the other witnesses who testified on the point, 
would prefer to see recognition given to retained earnings in determining 
both the earnings and invested capital credits, presumably on an equal 
basis. Similarly, the added credit for new capital should be the same 
regardless of which method the taxpayer corporation is using; and the 
rate should be increased by about half if new equity investment is to be 
encouraged. An additional credit of 12% of new capital would only 
amount to 6.6% after application of a 45% income tax.* * 

The Invested Capital Credit. The World War II law allowed a credit 
of the following percentages of invested capital: on the first $5 million 
of invested capital, 8% ; on the next $5 million, 6% ; on the invested capital 
over $10 million, 5%.** The Treasury concedes that these rates would 
no longer be adequate. The average rate of return on equity capital for 
manufacturing corporations is now more than double the rate during the 
1936-39 period. A comparison of current stock market prices with divi- 
dend yields will demonstrate conclusively that equity capital for most 
corporations can no longer be raised at the rates (before taxes) prescribed 
in the prior law. 

After income tax at 1951 rates, the percentages mentioned above would 
be reduced to 4.4%, 3.3%, and 2.75%, respectively. The use of these 
rates would seriously hamper new equity capital financing and would 
severely penalize new corporations as compared with established com- 
petitors who have the benefit of earnings experience. The Treasury sug- 


*43 The Ways and Means Committee in H.R. 9827 has allowed an additional credit of 
12% of new capital and retained earnings. The bill also provides for a corresponding 
reduction of credit where capital has been reduced. 

44 These were the rates commencing with 1942. For 1941, the rate was 8% on the first 
$5 million and 7% on the balance. For 1940, the rate was a flat 8%. The 1941 change 
was made because it was discovered that many large corporations, notably seven of the 
twelve large integrated steel companies, were paying no EPT under the 8% flat allowance 
even though they were enjoying the benefits of the armament program. See RATNER, 
AMERICAN TAXATION 560 (New York 1942). 
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gests that the allowances of World War II be upped by about one-fourth 
to a third, but a somewhat more generous allowance would seem to be in 
order if the invested capital companies are to be equated with the earnings 
credit taxpayers. If the allowances are made: 12% on the first $5 million; 
10% on the next $5 million; and 8% on the invested capital above $10 
million, the allowed return after a 45% income tax would only be 6.6%, 
5.5%, and 4.4%. The investor’s equity in earnings above these rates 
would be subject to the 75% EPT.* * 

There is probably some justification for a downward graduation of 
the allowed percentage of return as the magnitude of the invested capital 
increases. Ordinarily, the larger the company the more cheaply it can 
attract equity capital. However, an examination of stock market prices 
will disclose that this is far from a universal rule. In any case, if a flat 
rate of 12% were allowed, it would probably be sufficient to exempt a 
number of very large, heavily-capitalized companies from EPT even 
though they were patent beneficiaries of the defense spending program. 

The Concept of Invested Capital. Under the World War II law, in- 
vested capital consisted generally of capital paid in by shareholders ** less 
capital withdrawn by shareholders and plus profits left in the business.** 
Invested capital was not required to be reduced by capital lost as the result 
of operations. This concept of historic invested capital produced highly 
artificial results in certain situations. For example, suppose that corpora- 
tion X had originally acquired some land from 4, its sole stockholder, 
in exchange for the stock of the corporation and that the cost of the land 
to A was $10,000. Years later, when the land is worth $1 million, A sells 
his stock to B, who pays a price which reflects the current land value. 
The corporation, nevertheless, can include only $10,000 with respect to 
this land in its invested capital. Assume the converse situation: C origi- 
nally invested $2 million in cash in corporation Y. Thereafter corporation 
Y lost virtually all of this sum in its operations. Many years later C sold 
the stock of the corporation to D for $50,000. Despite the fact that its 
present owner has invested only $50,000, the corporation is entitled to an 
invested capital credit of $2 million. Notwithstanding the unrealistic re- 


*45 The Ways and Means Committee in H.R. 9827 has allowed the rates suggested in 
the text. 

46 The amount was limited to (a) money paid into the corporation, and (b) the basis, 
for computing loss, of any property paid into the corporation. Such basis might be quite 
different from the value of the property at the time the corporation acquired it. *(Under 
H.R. 9827, invested capital is cash plus the basis of other assets for computing gain, 
less liabilities. ) 

47 Technically, this was defined as “accumulated earnings and profits” of the corporation. 
The determination of “earnings and profits” is frequently a difficult problem. See Rudick, 
“Dividends” and “Earnings or Profits” Under the Income Tax Law, 89 U. oF L. Rev., 
865 (1941). 
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sults which the historic invested capital concept frequently produces, it is 
the only workable concept that has been suggested, and it is therefore 
likely to remain. The task of relating invested capital to current values 
is virtually an impossible one administratively, and cannot therefore be 
entertained. The only change in the concept which the Treasury has 
suggested—and it is a sound one—is that the allowance of deficits in 
invested capital should be limited to deficits of recent years. The Secretary 
did not specify the number of years, but a limitation of capital impairments 
to those occurring during the last five years would not be unreasonable. 
Under the invested capital method, an adjustment downwards must be 
made on account of assets, termed inadmissible assets, the income from 
which is not subject to EPT. For example, stock in other domestic corpo- 
rations is an inadmissible asset because the dividends on such stock are 
excluded from EPT net income. If a corporation has 10% of its total 
assets ** invested in inadmissibles, its total invested capital (borrowed as 
well as equity capital) is reduced by 10%, and this reduction is required 
even when the inadmissible assets are actually yielding no income. 
Borrowed Capital. An allowance for borrowed capital in the invested 
capital base is equitable and probably necessary, since without it lenders 
would be loath to make loans to corporations subject to EPT. There 
must be an exemption from EPT not only of interest payable on borrowed 


capital, but an additional margin to compensate for the risk in borrowing. . 


The prior law allowed 50% of borrowed capital to be included in invested 
capital and disallowed 50% of interest paid on such capital. The net effect 
was that the corporation increased its annual credit by a percentage of the 
borrowed capital equal to one-half the difference between its invested 
capital percentage bracket and the interest rate payable on the borrowed 
capital. Thus, if a corporation borrowed $1 million at 4% and its ap- 
plicable invested capital percentage rate was 8%, it added to its credit 
$20,000 (2% of the borrowed capital). 

As the Secretary pointed out in his statement, this method favored 
somewhat companies which were able to borrow at low rates of interest, 
and it is now suggested that to remove the differential in favor of the 
stronger companies, the allowance for borrowed capital should be pro- 
portionate to the interest paid on such capital, and that the invested capital 
credit be increased by about 25% to 35% of the interest paid. There 
would be no disallowance of any part of the interest paid. It is further 
suggested that to prevent abuse, a ceiling be placed on the amount of 
borrowed capital credit equal to 2% of the borrowed capital. Applying 


48 For the purpose of calculating the ratio, both the inadmissible and the other assets 
were valued at the adjusted basis for computing loss under the income tax law. * (Under 
H.R. 9827, the assets will be valued at the adjusted basis for computing gain.) 
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this rule to the figures in the example given above and assuming that the 
amount to be allowed were 33% of the interest paid, the credit would be 
increased by $13,200 (33% of $40,000). For companies able to borrow 
at low rates of interest, the suggested new rule would produce a lower 
credit than under the old rule.* *° 

The provisions with respect to borrowed capital lend added point to 
Beardsley Ruml’s observation that EPT will usher in a double standard 
of dollar values: a company subject to EPT will be able to borrow at 
extremely low cost, whereas a company not subject to EPT will bear an 
interest cost equal to 55% of the amount paid. 

The Treasury, in its statement, did not suggest that companies using 
the income method be allowed to add anything to their credit on account 
of borrowed capital. Yet, if a company using the income method, borrows 
to expand its operations and thus increase its earnings, it would seem 
equitable to allow such a company something on account of increases in 
borrowed capital after the base period.* °° 

Other Alternatives for Determining the Excess Profits Credit. The 
Treasury mentioned no alternatives other than the base period income 
method and the invested capital method. As indicated above, some of the 
witnesses suggested first computing the income tax on all the corporate 
income and then adding that income tax to the credit otherwise deter- 
mined. As stated, this proposal which could entail some loss of reve- 
nue is not in harmony with the theory of EPT. Many of the utility 
representatives suggested a credit for the utilities equal to the return 
on investment (after deducting income tax) allowed them by regulatory 
agencies in fixing rates. They asserted that if an EPT is adopted without 
such a provision, they will have to apply to such regulatory bodies for 
utility rate increases."* The utility witnesses appeared to have made an 
impression on members of the Committee. However, the utilities survived 
the World War II EPT without any special provision except the allowance 
of a deduction for preferred stock dividends. If this special allowance 
were continued and the rates of return on invested capital were made as 


*49 The Ways and Means Committee in H.R. 9827 has aliowed one-third of the interest 
on borrowed capital to be added to the credit. The maximum addition would be 3% 
of the borrowed capital. 

*50 The Ways and Means Committee in H.R. 9827 has allowed income credit companies 
an added credit with respect to net additions to borrowed capital after the base period. 
The credit would be the net borrowed capital addition times one-third the over-all rate 
of interest payable on borrowed capital, but not in excess of 3% of the net borrowed 
capital addition. 

51 They were supported by a representative of the National Association of Railroad and 
Utilities Commissioners. 
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high as those suggested above, it is doubtful whether the utilities would 
require any further special relief.* * 

The Exemption. The EPT of World War II allowed a specific exemp- 
tion of $10,000.°* The Treasury now proposes to supplant this exemption 
with a minimum credit of $25,000. The change is a desirable one. It 
would benefit only those companies which need it most, namely, small and 
new businesses with a very low excess profits credit, i.e., below $25,000. 
Under the prior law a corporation received the benefit of the $10,000 
specific exemption no matter how high its credit. Thus if it had a million 
dollar credit, it received the same specific exemption as a corporation with 
virtually no credit. Another important advantage of the change is that 
it would materially reduce the number of corporations subject to the tax 
and would thus considerably ease the administrative burden. The amount 
of EPT revenue collected from corporations with a credit of less than 
$25,000 would not be very significant, and the sacrifice of this revenue 
would be clearly justified by the saving in cost and efficiency to both the 
taxpayer and the Government. The Secretary pointed out that approxi- 
mately one-fourth of the 54,000 relief claims. filed under the prior law 
were filed by corporations with credits of less than $25,000. 

Relief Provisions. The relief provisions of the World War II law were 
legion. There was relief, or rather exemption, to corporations engaged 


in mining certain strategic minerals (to encourage the opening or reopen-_ 


ing of high-cost mines) ; there were ameliorating provisions with respect 
to other mining companies, as well as corporations operating timber 
lands and natural gas properties (because of the abnormally high rate 
of exhaustion of their resources in EPT years) ; there was relief to re- 
tailers reporting profits on the installment plan, and to contractors deriving 
income from contracts requiring a period of more than a year to perform; 
and there was optional exemption under prescribed conditions for certain 
personal service corporations. Then there were relief provisions designed 


*52 The Ways and Means Committee in H.R. 9827 has granted to regulated utility 
companies the special relief they requested. The bill allows them a third alternative 
credit equal to their income tax plus 6% of equity capital and borrowed capital, less 
interest on borrowed capital, but under no circumstances is the credit to exceed the 
amount allowed as a fair return by the regulatory body having jurisdiction. The allowance 
of this third alternative probably constitutes a complete exemption from EPT for the 
utilities. An analogous third alternative is also allowed for the railroads. Their credit 
would be their income tax plus 5% of equity and borrowed capital, less interest on 
borrowed capital. 

53 Under the law in effect during 1940-43, the exemption was $5,000. For 1944-45 it 
was increased to $10,000. 

54 The request for exemption and special relief provisions for the mining industry was 
renewed in the 1950 hearings. The airplane industry, which was for the most part 
depressed during the years 1946-49, also asked for specific relief. 
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to overcome, at least to some extent, the depressing effect upon the earn- 
ings credit of abnormal losses and deductions in the base period and 
provisions which would give relief with respect to abnormal income of 
the taxable year, 1.c., profits which were attributable to some past or future 
period but which, because of some circumstance, became taxable in an 
EPT period; and there were two-year carry-backs and two-year carry- 
forwards of unused EPT credits. There was the 75% rule, and the 
growth formula previously mentioned,” and other ameliorative provisions 
of special and general application.” 

Finally there were the general relief provisions of the notorious section 
722, which purported to provide relief for corporations which, because 
of some maladjustment, had a very low excess profits credit. In order to 
be entitled to relief under this section, the corporation had to come within 
one of a number of situations ** set forth in the statute and had to establish 
what would be a fair amount of “normal” earnings. These general pro- 
visions were anathema to both taxpayer and Government representatives 
alike. Not a kind word was said for them during the hearings. Even 
the Secretary conceded that if we were to have a new EPT, the general 
relief provisions must be considerably revised. About 54,000 claims for 
relief were filed, involving claimed refunds of $6.5 billion. As the Secre- 
tary pointed out, the corporation seeking relief became the rule rather 
than the exception. 

After much criticism by taxpayers of the administration of section 722 
by the Bureau of Internal Revenue, the latter, at a time when Congress 
was contemplating an overhauling of the provisions, suggested that they 
be left alone, and that the Bureau be authorized to set up an Excess 
Profits Tax Council to which would be delegated the task of passing on 
the relief claims. It was contemplated that not only Government em- 
ployees would be appointed to the Council, but persons from the pro- 
fessional and business world as well. At the beginning this was done, but 
as time went on non-Government personnel resigned and were replaced 
almost entirely by Government personnel. The hoped-for sympathetic 
administration of the section never materialized.** To date, an enormous 
amount of time, energy, and money has been spent in the presentation 


55 Supra note 38. 

58 Supra note 39. 

57 Such as an option to capitalize promotion expenses during the base period, and 
provisions with respect to the treatment of income from foreign sources. There were 
also provisions designed to prevent loss of excess profits credits in certain reorganizations 
(as well as provisions designed to prevent duplications of credit). 

58 See Tarleau, Section 722: Safety Valve of the Excess Profits Tax, X Law & 
Contemp. Pros. 43 (1943). 

59 See American Bar Association Report, supra note 19. 
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and audit of relief claims under section 722, but the amount of relief tha 
has been granted has not been significant. About 14,000 cases are sti! 
pending (involving about $4 billion), and litigation is piling up in the 
Tax Court which, by the way, is the court of last resort on such rel’ f 
claims, at the rate of one a day. 

The Treasury has thus far not made public the nature of its suggesied 
revisions in the general relief provisions, except to say that the “objective 
should be to provide a fair measure of relief which lends itself to reason- 
able administrative determination. New and growing firms confronted 
by risks which require a higher rate of return on invested capital than 
that allowed by the main provisions of the statute merit special attention. 
The records of the Bureau of Internal Revenue and the Excess Profits 
Tax Council provide guidance for the formulation of an appropriate 
general relief provision.” Despite this hopeful language, one may be 
pardoned for skepticism in view of past experience.* °° 

The mass of relief provisions, most of which would presumably be 
retained under a new law, point up the inherent difficulty involved in 
selecting a specified period of earnings as an arbitrary basis for measure- 
ment of so-called normal earnings. No matter what period is chosen, it 
is bound to be a period which will unjustly favor certain industries and 
penalize others and have similar inequitable effects on members of the 


same industry; and no matter how many specific or general provisions 


are inserted in an endeavor to,correct abnormalities and inequities, they 
cannot begin to cover all of the variations which produce the abnormalities 
and inequities. 


IV. ConcLusiIon 


Anyone who has read this far will know that in my opinion, an EPT 
is not advisable at the present time or at any time short of an all-out war.” 
If we were to become involved in a total war, I would feel differently. 
In that lamentable event, we would doubtless have direct controls of 
wages and prices and EPT would, despite all its shortcomings, be not 
only advisable but perhaps necessary. Under such circumstances, the 
forces of patriotism and self-sacrifice are sufficient to spur production 
without so much incentive as is required in a prolonged and indeterminate 
period of tension, when the public psychology—a powerful factor—is 





* 60 H.R. 9827 contains general relief provisions covering (1) abnormalities during the 
base period, and (2) new products or services introduced in the base period. On brief 
examination, these provisions seem to be an improvement on section 722, 

61] would also feel somewhat differently if, without a total war, we reached a point 
where the military absorbed as large a percentage of our production as it did in World 
War II, but that is not likely. 
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quite different from the psychology in a period of immediate mortal peril 
not only to life but a way of life. 

That is not to say that I think the country will go to wrack and ruin 
if, despite the reasons against it, we do have an EPT; but if we do, I 
believe it will hinder rather than help us in attaining our goals of increased 
production and checking inflation, which are really two sides of the same 
coin. 

The weight of informed opinion is definitely against EPT. Of the 
many authorities * * who have condemned it, let me cite three who, be- 
cause of their official positions, were particularly qualified to speak : the late 
Carter Glass (then Secretary of the Treasury), Fred M. Vinson (then 
Secretary of the Treasury), and Douglas Charles Abbott (the present 
Minister of Finance of the Dominion of Canada). Secretary Glass’ pro- 
nouncement was made in 1919 when he urged repeal of the EPT of World 
War I: 


[The excess profits tax in peacetime] encourages wasteful expenditure, 
puts a premium on overcapitalization and a penalty on brains, energy and 
enterprise, discourages new ventures, and confirms old ventures in their 
monopolies. In many instances it acts as a consumption tax, is added to the 
cost of production, upon which profits are figured in determining prices, and 
has been and will continue to be a material factor in the increased cost of 
living.** 


Next let me quote from the testimony of then Secretary Vinson when 
he urged repeal of the World War II EPT before the Ways and Means 
Committee in 1945: 


The idea of taxing excessive profits is an attractive one in peace as well 
as war: If profits are truly excessive, why should they not be heavily taxed? 
The label “excessive” condemns them. The difficulty is that calling profits 
excessive does not make them excessive and calling profits normal does not 
make them normal. 

As you will recall, the present system of excess-profits taxation was not 
adopted in 1940 without grave misgivings as to the methods of distinguishing 
normal and excessive profits. Efforts were made through extensive amend- 
ments in 1941 and 1942 to remove some of the more obvious discriminations. 
The results were not notably successful. Nevertheless the tax was tolerable 
as a method for preventing war profiteering. With the war over, the tax 


*62 See in particular the statement by Beardsley Ruml, representing the Business Com- 
mittee on Emergency Corporate Taxation to the Senate Finance Committee on De- 
cember 5, 1950. 

68 Treasury Report, 1919, pp. 23-24. Professor T. S. Adams then a tax advisor to the 
Treasury, also advocated repeal of the World War I EPT. His position was approved 
by most of the economists of the day, but was criticized by Professors Robert M. Haig 
and David Friday, who felt that alternatives to the EPT were undesirable and that the 
administration of the tax could be improved. See RATNER, AMERICAN TAXATION 413 
(New York 1942). 
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must stand or fall on its merits as a peacetime source of revenue. Judged as 
a peacetime tax, it has many defects... . 

In recommending repeal of this tax I am not suggesting that there will 
not be any excessive profits in 1946. There will be, and part of them will 
be attributable to the war. The excess-profits tax would reach some of them: 
but some of them it would not reach because of its defective tax structure. 
The excess-profits tax would also reach certain amount of high level profits 
which were not due to the war. In addition, the excess-profits tax of 1946 
would reach large amounts of profits which would not be excessive by any 
acceptable standard. This is too erratic a tax machine to turn loose for even 
one full year of the postwar period. I am confident that for peacetime the 
only satisfactory cure for the defects in our present excess-profits tax is 
repeal... © 


Finally, let me quote from a recent statement by Mr. Abbott, the present 
Minister of Finance of the Dominion of Canada: 


We have, of course, given thought to suggestions that we should reintroduce 
an Excess Profits Tax, but I think members in all parts of the House who 
had experience with our wartime excess profits tax will agree that such a 
tax is not desirable under present circumstances. To be efficient and fair an 
excess profits tax needs a recent base period representing normal operating 
conditions for various classes of business, and a tax related to the average 
profits of the last three years would not be likely to yield much revenue during 
the next year or two. But the more important objection at this stage is that 
an excess profits tax, particularly one at a high rate, becomes an invitation to 


extravagance and waste in corporate management, whereas, as I have already . 


said, what we need most urgently ‘now is maximum efficiency and production. 
I have no doubt that all honourable members know or will have heard of cases 
of such waste and extravagance. Furthermore, in spite of our best efforts to 
make an excess profits tax as fair as possible there are bound to be severe 
inequities under this kind of legislation. Under conditions of total war, many 
businesses would be compelled to accept these inequities and hardships. I am 
reluctant, however, to impose this severe type of regulation under present 
circumstances.® 


64 Appendix to Conc. Rec., 79th Cong., Ist Sess. A4126. 
85 House or Commons Depsates Vol. 91, No. 9, 3d Sess. 21st Parliament, 7 Sept. 1950, 
422-23. 
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APPENDIX 
HISTORICAL DATA 
(Rates, GENERAL CREDITS, AND EXEMPTIONS) 


WORLD WAR I 
First Revenue Act of 1917 





The first excess profits tax law in American history was contained in the Revenue 
Act of March 3, 1917 and never became effective because the entry of the United States 
into World War I necessitated its replacement with a more stringent tax. The tax was 
8% on the net income of corporations and partnerships above $5,000 and 8% of their 
invested capital. (There was no allowance for borrowed capital.) Congress in enacting 
the tax was following the lead of Great Britain and Canada. In fact, 15 countries had 
adopted a form of EPT in 1915 and 1916, and by 1919 the number had grown to 27.1 
Under the Canadian plan, the credit was based solely on invested capital, whereas under 
the British law the pre-war profits formed the basis of the credit. Apparently the then 
advocates of EPT chose the invested capital basis because it could serve as a basis for 
a permanent tax while the pre-war profits base could not.? 


Second Revenue Act of 1917 


The Second Revenue Act of 1917, that of October 3rd, repealed the March 3rd EPT 
and substituted one which applied to corporations, partnerships, and individuals. The 
rates were graduated as follows: net income in excess of the credit and not in excess of 
15% of invested capital for the taxable year, 20% ; remaining net income in excess of 15% 
of the invested capital but not in excess of 20% of such capital, 25%; remaining net 
income in excess of 20% of the invested capital but not in excess of 25% of such capital, 
35% ; remaining net income in excess of 25% of the invested capital but not in excess of 
33% of such capital, 45%; remaining net income in excess of 33% of the invested capi- 
tal, 60%. 

The credit consisted of $3,000 for corporations and $6,000 for partnerships and 
individuals, plus an amount equal to the percentage of invested capital represented by 
the average percentage of annual income to invested capital during the pre-war period 
1911, 1912, and 1913. However, there was a floor under this percentage, namely, 7% 
and a ceiling, namely, 9%. Corporations not in existence during the pre-war period 
were allowed 8%. For business with no invested capital or only nominal capital, the 
tax was 8% on the net income in excess of $3,000 for corporations and $6,000 for partner- 
ships and individuals. There was also a relief provision for corporations which had 
low net income or no net income during the pre-war period.? The excess profits rates 
listed above were in effect for only one year, i.e., the 1917 taxable year. 





The 1918 EPT 


The Revenue Act of 1918 did not become law until February 24, 1919, t.e., after the end 
of World War I. In 1918, the EPT was combined with a War Profits Tax, and cor- 





1 RaTNER, AMERICAN TaxaTIon 364 (New York 1942). 
2 Ibid. at 365. 
® RATNER, op. cit. supra note 1, at 378-9. 


147 








148 TAX LAW REVIEW 


porations—partnerships were not subject to the tax—were required to pay the larger 
of the EPT or the War Profits Tax. The EPT credit was $3,000 plus 8% of invested 
capital for the taxable year, and the rates of tax were as follows: net income in excess 
of the credit but not in excess of 20% of invested capital, 30%; remaining net income 
in excess of 20% of invested capital, 65%. The War Profits Tax was equal to 80% 
of the net income in excess of the war profits credit. The war profits credit was $3,000 
plus the average net income for the pre-war period 1911-13 plus or minus 10% of the 
difference between the average invested capital for the pre-war period and the invested 
capital for the taxable year.4 The minimum credit for the War Profits Tax was $3,000 
plus 10% of invested capital. 

After 1918, the War Profits Tax did not apply.5 The excess profits tax was continued 
for the years 1919, 1920, and 1921 with the same two brackets as for 1918, but the rates 
were lower: a 20% tax was imposed on the first bracket and 40% on the second bracket. 





4 RATNER, op. cit. supra note 1, at 395-6. 
5 Except for corporations deriving more than $10,000 from Government war contracts. 
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1940 WORLD WAR II 

The Second Revenue Act of 1940 became law on October 8, 1940 and was the first 
of the World War II EPT statutes. (They all applied only to corporations.) The rates 
applicable to 1940 were as follows: first $20,000 of adjusted excess profits net income 
(i.e., net income less the credit and exemption), 25%; next $30,000 of adjusted excess 
profits net income, 30%; next $50,000 of adjusted excess profits net income, 35%; next 
$150,000 of adjusted excess profits net income, 40%; next $250,000 of adjusted excess 
profits net income, 45%; over $500,000 of adjusted excess profits net income, 50%. 

The credit consisted of the higher of (a) 8% of invested capital or (b) 95% of the 
average net income for the years 1936-39. In addition, there was a specific exemption 
of $5,000.6 The income tax was allowed as a deduction in computing adjusted excess 
profits net income.? 


1941 

The Revenue Act of 1941 became law on August 4, 1941. For 1941, each bracket 
of EPT was increased by 10 percentage points so that the revised schedule was as 
follows: first $20,000 of adjusted excess profits net income, 35% ; next $30,000 of adjusted 
excess profits net income, 40%; next $50,000 of adjusted excess profits net income, 45%; 
next $150,000 of adjusted excess profits net income, 50%; next $250,000 of adjusted excess 
profits net income, 55% ; over $500,000 of adjusted excess profits net income, 60%. 

The earnings credit was unchanged, but the invested capital credit was cut down for the 
larger companies. Instead of a flat 8%, they were allowed 8% on the first $5,000,000 of 
invested capital and 7% on the balance of invested capital. 

The specific exemption remained at $5,000. The income tax was no longer allowed 
as a deduction in computing adjusted excess profits net income. Instead, the EPT was 
allowed as a deduction from income in computing income tax.® 


1942-1943 

For 1942 and 1943, the EPT rate was a flat 90% of adjusted excess profits net income, 
but a postwar refund of 10% of the amount paid as EPT was promised. There was also 
a provision limiting the combined income tax and EPT to 80% of surtax net income. 
The invested capital credit was further cut down for larger companies according to the 
following schedule: 8% on the first $5,000,000 of invested capital; 7% on the next 
$5,000,000 of invested capital; 6% on the next $190,000,000 of invested capital; 5% on 
the invested capital over $200,000,000. 

The earnings credit was not changed; nor was the specific exemption of $5,000. Income 
subject to EPT was no longer deductible in computing income subject to income tax 
purposes. 


1944-1945 

For these two years, the EPT rate was a flat 95% of adjusted excess profits net income 
but there was a rebate or credit of 10% of the amount paid as EPT, making the effective 
rate 854%. The invested capital credit for large companies was still further reduced: 
the rate of return allowed in the middle two brackets was reduced 1%, 1.e., 6% was 
allowed on the invested capital over $5,000,000 and not over $10,000,000, and 5% was 
allowed on the invested capital over $10,000,000 and not over $200,000,000. The earnings 
credit was not changed. The specific exemption was increased to $10,000. 





® RATNER, op. cit. supra note 1, at 496-7. 
7 Peterson, The Statutory Evolution of the Excess Profits Tax, X Law & ConrTEMpP. 


Pros. 6 et seq. 
8 RATNER, op. cit. supra note 1, at 506-7. 
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Federal Courts As Makers 
Of Income Tax Law 


ROBERT N. MILLER 


The income tax laws .. . ignore some things that either a theorist or a 
business man would take into account in determining the pecuniary con- 
dition of the taxpayer. 

Homes, J., in Weiss v. Wiener, 
279 U.S. 333, 335 (1929). 


I, is not inadvertence on the part of Congress and its staff of tax experts 
that accounts for the divergencies between tax laws on the one hand and 
tax theories or business ideas on the other. Instead, most of these diver- 
gencies are solidly founded on the lessons of experience as to what kind 
of tax laws actually work best in maintaining a massive flow of revenue. 

Much of the present confusion in interpreting and applying our income 
tax laws seems to stem from a failure on the part of some of our influen- 
tial federal judges to recognize, as Mr. Justice Holmes so clearly did, 
these facts: that Congress at many points intends the tax law to deviate 
from theory and from business ideas, and that Congressional decisions 
in favor of this deviation are usually well-considered. When one of these 
divergencies is noticed by a judge who is not in touch with the vital gov- 
ernmental problem of maintaining a great flow of revenue and who feels 
that, on the facts of a case at bar, the text of the law operates illogically 
or otherwise produces too small a tax, he not infrequently refuses to be- 
lieve that Congress could have intended the law to apply as it was enacted, 
and he proceeds to create a new rule, on the ground that it must have 
been intended by Congress in the first place.* The result is that well- 
intentioned federal taxpayers are at present getting conflicting orders from 
two different government authorities—Congress and the courts. 

Because of this confusion, if a taxpayer is trying to decide whether 
or not some step he thinks of taking will result in a larger tax than he 


Rosert N. Miter (B.S., Rose Polytechnic Institute; LL.B., Harvard Law School) 
is a member of the District of Columbia Bar and a partner of Miller & Chevalier, Wash- 
ington, D. C.; formerly U. S. Solicitor of Internal Revenue, Washington, D. C.; mem- 
ber of Advisory Committee of Taxation Section, American Bar Association, and formerly 
Chairman of Bar Association’s Committee on Taxation; member of the Advisory Board 
of the Tax Law Review. 


1 This tendency finds some encouragement from outside the judiciary. Cf. Eisenstein, 
The Clifford Regulations and the Heavenly City of Legislative Intention, 2 Tax L. 
Rev. 327 (1946-1947). 
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can afford to pay, he and his lawyer must now not only seek to interpret 
the tax statute itself, the existing Treasury rulings, and the existing body 
of court decisions affecting the problem, but in view of present judicial 
attitudes must try to read the future and predict what relevant changes in 
the tax law are likely to be made by federal judges at some future time, 
with completely retroactive effect. 

Such tax uncertainties are what Adam Smith soundly warned against,” 
saying that “from experience of all nations” a very considerable degree 
of inequality is “not near so great an evil as a very small degree of un- 
certainty.” 

Taxpayers think mainly about their own difficulties and losses growing 
out of this two-headed system of tax imposing. There can be little doubt, 
however, that its adverse effects are worse for the Government than for 
the taxpayers. 


ILLUSTRATION OF A TAX LEVIED BY COURTS IN ABSENCE OF AMBIGUITY 


It is quite clear that a considerable amount of judicial tax-legislating is 
inevitable, to deal with ambiguities in the taxing statute. The kind of 
tax-legislating now to be discussed is quite different and is certainly not 
inevitable. It can be illustrated by what the courts have achieved in modi- 
fying a well-known provision found in section 112 of the Internal Reve- 


nue Code—a provision to the general effect that even though a taxpayer . 


realizes gain in certain types of transactions, that gain shall not be recog- 
nized for income tax purposes. 

The modifying rule, now called the “Gregory rule,” * narrows the scope 
of this non-recognition provision and holds that what Congress enacted 
about non-recognition shall not apply at all unless the parties to the reor- 
ganization entertained a certain kind of purpose, which the courts have 
called a “business purpose” as distinguished from a tax-saving purpose. 

What has happened, then, is that Congress has expressly relieved cer- 
tain transactions from income tax, and that the courts have established 
a contrary rule as to some of those transactions. Courts, by this narrow- 
ing of the non-recognition provision, have effectively, without Congres- 
sional sanction, levied on certain taxpayers an amount of income tax which 
would not have had to be paid under the text of the law as Congress 
enacted it. This serves to remind us of the general truth that a tax-levy- 
ing occurs whenever any new tax rule is made which increases the sum 


2 Of Taxes, THE WeattH or Nations, Book V, Part II, c. II, 778 (1st ed. 1937, 
Mod. Lib.). 

3 The rule has been referred to because of the importance which various courts have 
attached to a reference to “business or corporate purpose” in the Supreme Court's opinion 
in Gregory v. Helvering, 293 U.S. 465, 469 (1935). 
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which any taxpayer must pay, whether the increase is effected by increas- 
ing the tax rate or by a change in the rules so that the existing rate is 
applied to a larger part of the taxpayer’s gross income. 

When the courts, in 1935 and the years following, developed this rule 
which cuts down the scope of the non-recognition provision, they justi- 
fied the action by assuming that Congress had, long before, entertained an 
unexpressed intention to cut it down—an intention so hidden that prior to 
1935 no authoritative reader of the Act had guessed that Congress enter- 
tained such an intention. To see how such retroactive law-making works, 
consider a transaction entered into before the time, in 1935, when the 
courts originated the idea of taxing all situations not involving a “busi- 
ness purpose.” No responsible authority had given warning of such an 
idea before 1935. As applied to a taxpayer who had acted before that 
date, the unexpected new tax burden on him involves unfairness and un- 
necessary damage which cannot easily be justified. 

If Congress had decided to establish this rule—as it well might have 
done but did not—Congress could have enacted the rule much more 
promptly and in terms much clearer than are those now deducible from 
various court decisions, and Congress would certainly have specified what 
sections and subsections of the revenue law were to be affected by the new 
rule. Further, if Congress had decided to act, the whole history of tax 
legislation demonstrates that Congress would not have made the new rule 
applicable to a series of past taxable years during which there was no real 
indication that the establishment of such a rule was contemplated. 


SoME JupiciaAL Tax LEGISLATION Is NECESSARY 


To say that judges ought not to legislate at all in the tax field would 
be clearly wrong. Congress often uses words—“income,” for instance— 
which have several meanings, or otherwise enacts ambiguous tax pro- 
visions. Certainly, when the facts in a litigated case involve a twilight 
zone of this nature, it is the duty of the court to take a definite position 
so far as the facts of that case require, and the position which the court 
takes will inevitably have an effect on future applications of the provision 
in cases involving similar facts. To that extent the courts do legislate and 
must legislate in the taxation field, and the incidental frustration which 
taxpayers suffer from this necessary court legislation must be charged 
not to the courts, but to Congress, and to the difficulty of its tax-imposing 
task. 

When Congress does leave ambiguities, thus forcing the courts to as- 
sume the legislative role, the resulting court legislation often reflects the 
handicaps under which courts must work when they legislate. Cases illus- 
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trating the result of these handicaps include the Elbe Oil Land Develop- 
ment Company * case and the Burton-Sutton Oil Company * case, involv- 
ing situations as to which a maker of tax rules dealing with gross income 
from contracts and leases as to oil-producing properties, needs light from 
extensive study by experts and from public hearings. These indispensable 
aids to such legislation are not available to any of the courts, even the 
Tax Court. 


INEFFECTIVE DEVICES WHICH ARE PROPERLY DEALT WITH By CouRTS 


Further, courts quite properly apply to the taxing statute certain well- 
established general principles of taxation, for example, the principle that 
a taxpayer cannot avoid taxes merely by operating through a dummy or 
“straw man” or “conduit” party. Suppose a man owns five office build- 
ings and the income from them puts him into an income tax bracket 
higher than 70 per cent. He then conveys one of these buildings to each 
of four reliable friends, making the record title perfect but having an oral 
agreement that the beneficial ownership remains his. He hopes to get 
into lower brackets, but this “loophole” is not a real one, and a court prop- 
erly defeats this tax device without any express help from Congress, 
because amounts received by the dummy parties are received as representa- 
tives of the owner of the beneficial interest, and receipt by the agent or 
“conduit” party is receipt by the principal. Similarly, if a client owes me a 
legal fee and I direct him to pay-it to somebody else instead of to me, pay- 
ment to my nominee is the obvious equivalent of paying it direct to me, 
and I do not escape being taxed on it. On such grounds as these, courts 
very properly upset some tax schemes which were never soundly based; 
in doing this the courts are not legislating, but are merely discerning ap- 
plicable principles of law. 


REASONS FOR LEAVING TAX LEGISLATION TO CONGRESS 


Since our judges are able and unprejudiced, why should they not feel 
as free to make needed income tax rules as Congress is? Only three of 
the practical reasons ° why judges had best not feel very free in making 


4 Helvering v. Elbe Oil Land Development Company, 303 U.S. 372 (1938). 

5 Burton-Sutton Oil Company v. Comm’r, 328 U.S. 25 (1946). 

® This article, being concerned with the practical rather than the theoretical features 
of tax legislation, does not deal with the following aspects of such legislation: (a) the 
Constitutional provisions that Congress is the agency which is to lay taxes, and that 
revenue measures shall originate in the House of Representatives; (b) the political prin- 
ciple that no person is to be subjected to tax unless the tax has been voted by the elected 
representatives of the people; (c) the fact that statutes outside the field of taxation are 
largely modifications or extensions of judge-made common law, whereas there should be 
no such thing as a tax obligation arising from a non-statutory source. 
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tax rules will be referred to here, and the first two of these reasons will 
be given only very brief notice, since they have been suggested earlier in 
this paper. 

First, amendments to the tax law which increase the tax burden 
ought not to be retroactive; yet the courts, when they create a new 
rule, cannot help making the change fully retroactive. This, of course, 
is because the only way in which a court can make a tax rule is to assume 
that Congress intended to enact such a rule in the first place. Congress, 
in contrast, is perfectly free to admit, when it creates or changes a rule, 
that it is amending the tax law, and is thus free to decide whether the 
changes shall have prospective effect only or, if any retroactive effect is 
to be had, just how far back that effect shall go. 

Second, as previously suggested, uncertainties in forecasting the tax 
effect of contemplated transactions are vastly increased when businessmen 
know that the courts are not unlikely to make retroactive changes in tax- 
ing rules, to correct what they may consider deficiencies in the text of the 
law as enacted by Congress. Doing business under such conditions is like 
playing an unreasonable game in which, after each play, the umpire is 
allowed to apply to that play whatever new rule he feels like establishing. 

The third reason—that the less the courts invade the field of income 
tax legislation the more effective the whole tax system is as a producer of 
large revenues—needs more detailed explanation because considerations 
are involved which are outside the experience of most people who have 
not been responsible for maintaining public revenues. The Government 
could not survive for many weeks on money derived from contests with 
taxpayers, or even on money derived from audits of tax returns or from 
issuing deficiency notices; the great bulk of its tax money must come in 
simply and directly without the Government’s taking any such steps. To 
have an income tax system under which many billions will be received in 
this automatic way, those responsible for building the tax law and making 
necessary repairs in it must be expert in planning the whole body of legis- 
lation so as to maintain this automatic flow of the great mass of tax dol- 
lars. To be thus expert involves knowing by constant observation and 
study how the typical taxpayers act—and the splendid fact is that the 
typical taxpayers are not those who are intent on taking advantage of 
every technicality to avoid payment. 

It is hoped that what follows will sufficiently show the soundness of 
the preceding paragraph. 


THE TAX LEGISLATOR’s MAjor PROBLEM 


Will you, the reader of this paper, now be kind enough to assume that 
you are chairman of one of the great tax committees of the Congress of 
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the United States, and that your committee has concluded that 29 billion 
dollars or more must be raised each year by taxes on income? 

As chairman of that committee you will find it necessary to decide what 
your attitude will be as between two contrasting policies of tax legisla- 
tion—one policy which would aim at drawing a clear, sharp line in the 
statute itself, between the taxed situation and the untaxed, and a wholly 
different policy which would leave the tax law so broad in its terms that 
in many situations taxability would remain in doubt until the last court 
has made a decision. 

If you choose the clean-cut policy, you will seek to frame the law in 
such terms that anybody who is about to engage in a transaction can tell 
in advance—or be told by his lawyer—how much in taxes it will cost him; 
courts will then function, mainly, only to decide fact controversies and 
to deal with law points as to which the Congress-made law is ambiguous. 
Under such a law the taxpayer has a chance to back out of a contemplated 
transaction if, under tax rates running up to 87 per cent for individuals, 
the tax cost seems to him prohibitive. On the other hand, a fact of vital 
importance to the revenues is that, if he goes ahead with a transaction 
which is subject to tax under the text of the law, his liability is so clear 
that he is forced either to file a return admitting liability or to run very 
serious risk of being convicted of crime. 

You will note that the revenues suffer a fully-envisioned disadvantage _ 
from the clean-cut policy; it temporarily plays into the hands of ingenious 
tax avoiders. Although you as a legislator, and your advisers, may have 
in mind perhaps a thousand special cases and are satisfied with the result 
of your text as applied in each one, still a few clever loophole-finders are 
sure to profit by finding, later, the thousand and first and the thousand 
and second case which your text forgot to cover. 

But if, because of this disadvantage, you turn to the second type of 
legislative policy and draft a law stating relatively vague “principles,” 
there will be practically no loopholes, because any judge can apply his own 
judgment within the very general principles, and he can at the last minute 
stop what would have been a loophole if the law had been drafted in the 
clean-cut policy. Such a law leaves a judge free to apply what has been 
called the “smell test,” and thus gives the judge’s personal attitudes a 
freer play. 

You also cannot escape seeing that a fatal defect of the vaguer kind of 
tax law, under which no one can reliably tell the answer to many of the 
points until after the courts have dealt with them, is its tendency to in- 
crease the number of taxpayers who feel reasonably safe in non-compli- 
ance. Such a vague body of tax law obviously puts very few people in 
fear of anything ; however careless the taxpayer may be or however bad 
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his conscience, he can afford to take a chance on all but the grossest eva- 
sion, because he can plan to say quite plausibly either to his neighbors or 
to a jury, “How was I to know what was in the opinions of courts, or 
what the courts would decide in the future? Read the text of the tax law; 
you yourself will not be able to tell me what I ought to have done.” 

As a legislator you will, then, be whipsawed between your desire on 
the one hand to tax every unpatriotic tax evader at once, and on the 
other to make certain that the body of tax law is such that the 29 billion 
dollars a year will keep on flowing in from the great mass of taxpayers. 
You are somewhat in the position of a store manager who hates shop- 
lifting but must at all costs avoid dealing with shoplifters in such a way 
as to discourage use of his store by the good, honest customers who 
bring in practically all his income. 


Some Facts ABOUT THE WORKING OF OuR REVENUE SYSTEM 


The following facts about the working of our revenue system will have 
a direct bearing on your decision as to which type of law will work best.’ 

(1) The actual gross collections of income tax for the fiscal year 1949 
were more than 294 billion dollars. 

(2) Of that sum over 94 per cent came in from taxpayers voluntarily 
and spontaneously, that is, without being discovered in a Bureau audit 
or made the subject of any deficiency notice. A comparable degree of 
voluntary tax compliance is essential to the success of any revenue sys- 
tem, and every provision of a tax law must be skillfully devised with 
voluntary compliance as the principal objective. 

(3) The number of persons for the whole country for that fiscal year 
who were either convicted of internal revenue frauds or pleaded guilty 
in court to charges of such frauds was only 360; this figure is to be con- 
trasted with the number of income tax returns filed in that year—more 
than 66,000,000. This suggests that in spite of diligence by the Govern- 
ment, the number of non-compliances which it discovers is small as com- 
pared with the undiscovered ones. 

(4) The number of income tax returns investigated by revenue agents 
in that fiscal year was less than 1 per cent of the number of tax returns 
filed in that period and relating to the income tax; if we add to these 
investigations those made by collectors, and the investigations of income 
tax withheld by employers, even then the percentage is not raised higher 
than about 2.5 per cent. 

(5) Of the 294 billion dollars which came to the Government from 





™The figures here given are based on the Report of the Commissioner of Internal 
Revenue for the fiscal year 1949. 
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taxes on income in the fiscal year 1949, not more than about two-tenths 
of 1 per cent of that total was collected in cases dealt with by the Tax 
Court. 

All three departments—legislative, executive, and judicial—have rea- 
son to be proud of their contributions to the working of our tax system. 
The figures just given are the result of fine relations with taxpayers, 
built up over three or four decades. It is important now to make certain 
that our system continues to get the benefit of voluntary compliance by 
taxpayers to the extent which it now does. 

Knowing these facts, a well-informed tax legislator will be forced to 
conclude that the dominant purpose in maintaining a system of tax laws 
must be to make sure that nothing will impair the 94 per cent score on 
voluntary compliance by taxpayers. As to the non-compliers, it is clear 
that the Government, with the greatest diligence, will be able to discover 
only a very small part of the money not voluntarily paid in—this for the 
reason that only a relatively few of the returns can be exhaustively ex- 
amined. The Government’s most significant tax losses are not suffered 
because loopholes in the law prevent it from collecting, but because of 
taxpayers who simply fail to comply and are never discovered. 

As to the non-compliers, major legislative policy must therefore be 
directed to reducing the number of taxpayers who will feel reasonably 
safe in taking a chance by underpaying, that is, reasonably safe from . 
being condemned by public opinion and reasonably safe from conviction 
of tax fraud. 

With all this knowledge, you can hardly fail to decide, as Congress 
has generally decided, in favor of the specific or arbitrary type of tax 
statute; you will decide to steer clear, as far as you and your technical 
advisers can, of a law text stating “principles” rather than specific de- 
tails of tax incidence, and containing broad, vague provisions which con- 
sciously leave the making of detailed rules to the courts. 

Fully realizing that in making this decision in favor of the specific 
type of law, you are giving up some millions of theoretical dollars, which, 
to the extent avoidances are discovered, the courts might under vague 
provisions reach for and get, you are conscious on the other hand that 
you are by this very decision facilitating and protecting the inflow of 
the far greater sums—billions—which come in because of a tax-comply- 
ing habit. You will be conscious, also, that since tax committees of 
Congress are almost constantly on the job, Congress can close any loop- 
hole much more promptly than it could be closed through a series of 
conflicts and appeals in the courts—can close it so soon after its dis- 
covery, in fact, that the losses resulting during the lifetime of the loop- 
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hole can be cut down so as to relate to income received in a fairly short 
period of time, ending when the new statute takes effect. 

It will also be clear that a body of tax law which is to be mainly ad- 
ministered by people who are not lawyers, is not very soundly devised if 
any great number of the necessary rules for making audits have to be 
sought outside the text of the law, in places where non-lawyers cannot 
easily find them. 


THE CHorcE MapE By SOME JUDGES 


As between the two alternative policies—the policy of explicitly de- 
fined liability and the vaguer taxing policy establishing so-called “prin- 
ciples’—some judges have shown no acute realization that there is any 
possible policy but the latter one. With the natural enthusiasm which any 
citizen feels for stopping tax evasion in its tracks, they have tended to 
assume that Congress would be decisively influenced by the same enthu- 
siasm.*° Hardly anything in the experience of most judges has forced a 
realization of what Congress has long since fully realized, namely, that 
there are immensely more important considerations in revenue legisla- 
tion than the relatively minor evil of dishonest or over-smart taxpayers, 
and that a taxation system subject to change by the courts tends to make 
over-smart and unpatriotic taxpayers bolder in their chance-taking. 

It is apparently because this and similar considerations were not in 
their minds that some influential judges, as I have stated, have felt it 
desirable and even necessary to disregard the once unchallenged principle 
that statutes levying taxes “are not to be extended by implication beyond 
the clear import of the language used.” ® 

The result of this judicial attitude has been that a body of tax law 
which Congress for good reasons intended to remain clean-cut and ex- 
plicit, has been changed by the courts at various points, so that now its 
character at such points represents the vaguer type of tax law which 
Congress in the interest of the revenue tries to avoid. 


8 When Mr. Justice Darling wrote the following in his ScINTILLAE Juris 13 (2d ed. en- 
larged, 1877), he was discussing laws in general rather than tax-imposing laws: “I can- 
not avoid noticing here an error in which they fall who complain of the uncertainty of 
law, as though it were a weakness. Rather should it be considered the chiefest of all 
sanctions. .. .” 

But his words seem to express the view of those judges who think of tax laws mainly 
in terms of the loophole-seekers, rather than of the much more numerous and productive 
taxpayers who are well-intentioned. 

® United States v. Frederick L. Merriam, 263 U.S. 179, 188 (1923). 
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FurRTHER INSTANCES OF UNNECESSARY JUDICIAL LEGISLATION 


An instructive example showing how far some judges are inclined 
to go in making tax law, is found in an opinion of one of our most dis- 
tinguished living judges, rendered in 1949 in the Transport Trading & 
Terminal Corporation case.*° The opinion says that the court-made 
“business purpose” doctrine “is not limited to cases of corporate reor- 
ganizations.”” The opinion adds, “It has a much wider scope; it means 
that in construing words of a tax statute which describe commercial or 
industrial transactions we are to understand them to refer to transactions 
entered upon for commercial or industrial purposes and not to include 
transactions entered upon for no other motive but to escape taxation.” 

Thus the Transport Trading & Terminal opinion, if it should finally 
be recognized as stating the law, would establish a far-reaching new ex- 
tension of the “business purpose” rule, so that the rule would apply not 
merely to section 112, but to other as yet unspecified sections of the In- 
ternal Revenue Code and even to tax laws not now included in the Code. 
Few judges would go as far as this in seeking to modify unspecified sec- 
tions of an extensive tax code. It is also true that a hopeful counter- 
trend may be indicated by such an opinion of the Supreme Court as that 
in the Cumberland Public Service Company case.™ 


Further, there are many able and influential judges who resist the _ 


trend here referred to, being convinced of the wisdom of leaving tax 
legislation to Congress except where real ambiguities are involved. They 
feel, also, that even where this exception applies, the judges should go 
no further than is necessary to decide which litigant shall succeed on the 
facts of the case in which a decision is to be made. 

Yet the splendid reputation and attainments of the judge who wrote 
the Transport Trading & Terminal opinion make it worthy of very 
serious notice. The opinion shows no consciousness that if Congress 
thought it wise to qualify the provisions of the Code—as it well might 
—Congress could quite promptly and decisively express its own inten- 
tion. Nor does the opinion take into account that Congress, in the rela- 
tively rare instances when it really intends that tax-incidence shall de- 
pend on a purpose of tax avoidance, invariably states its intention ex- 
plicitly—as in sections 102, 112(i), and 129 of the Code. The opinion 
does not recognize the sound reason why Congress in general has avoided 
making tax liability depend on the taxpayer’s purpose. That reason is, of 
course, that the Government cannot afford to introduce generally into 


10 Comm’r v. Transport Trading & Terminal Corporation, 176 F.2d 570, 572 (2d Cir. 
1949). 
11 United States v. Cumberland Public Service Company, 338 U.S. 451 (1950). 
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its income tax system so difficult a fact issue as that of human motive 
or intention. 


How JupGE-MADE CHANGES BECOME EFFECTIVE 


The commonest way by which a judge-made tax rule becomes gradu- 
ally established is interesting and a little surprising. Such a change is 
not normally initiated by a decision of the Supreme Court, but by a 
number of decisions of inferior courts which seize on language that had 
been used rather casually in some opinion of the Supreme Court. Very 
often the Supreme Court opinion, thus used as the occasion of making a 
new rule, was one in which a decision for the Government could properly 
be reached without establishing the so-called “principle” later attributed 
to the opinion. 

In other words, strong influences in the development of court-made 
changes are (a) the tendency of some judges in courts of a grade inferior 
to the Supreme Court to treat sentences in a Supreme Court opinion as 
if they were a part of a tax statute, and (b) the further tendency to 
attribute to the Supreme Court an intention to establish tax rules much 
more extensive than the facts before the Court require. 

Thus, the decision in favor of the Government in the Gregory ** case 
was necessary, in the judgment of this writer, because of the well-estab- 
lished principle that a dummy party or a “conduit” party can be ignored. 
The Averill Corporation was plainly such a party, acting for Mrs. Gregory. 
But the Tax Court, later followed by other courts, assumed that the Su- 
preme Court not only decided the controversy between the Government 
and Mrs. Gregory but proceeded further to establish a so-called “Gregory 
rule’ not essential to that decision, to the effect that “business purpose” 
was intended by Congress to be an absolute test of the application of 
section 112. 

Similarly, the Clifford ** case could hardly have been otherwise decided 
on its rather peculiar facts. The Court’s opinion in that case does not 
appear to indicate an intention to establish any rule more general than 
was necessary for that decision. Yet an assumption has gradually gained 
acceptance that the case established a so-called “Clifford doctrine” of 
very wide application. The fact is that a “Clifford doctrine” does now 
exist, but it was really built up by lower courts and merely attributed by 
them to the Supreme Court. 

The Court Holding** decision of the Supreme Court was similarly 


12 See note 3 supra. 
18 Helvering v. Clifford, 309 U.S. 465 (1935). 
14Comm’r v. Court Holding Company, 324 U.S. 331 (1945). 
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misconstrued by lower courts for nearly five years, until the Court in the 
Cumberland Public Service Company*™ case disclaimed any intention 
to make the rule which had been attributed to it by other courts. 


THE CRITICAL AREA FOR JUDGES IS THAT OF LOOPHOLE-CLOSING 


We must distinguish between (1) what the courts do in those law 
cases where schemes and devices for tax avoidance are suspected and 
(2) what they do in other cases that bring out inadequacy in the law 
but do not seem to involve any planned tax-dodging. It is mainly in the 
first-named type of cases that the courts have shown any strong inclina- 
tion to take over too readily the legislative function. Almost always in 
cases not thought to involve conscious tax avoidance, the courts very 
properly explain that they are without power to supply what Congress 
left out, and the needed change is left to Congress to make. 

But every time the courts do yield to the temptation to attribute to 
Congress taxing intentions which Congress did not express, the working 
of the whole tax structure is adversely affected. Government officials 
who would like the law to be tightened up at some point are encouraged 
to hope that if a case can be brought to trial showing facts likely to 
arouse a court’s urge against any loss of tax, they can get the desired 
new legislation without going to Congress. Taxpayers, similarly, are 
encouraged to hope that they can get legislation from the courts that 
Congress has not given them. What results is that either the Government 
men or the taxpayers, when they want slight amendments to the law, 
are led to litigate, in the hope that they can lobby more successfully in 
the courts than in Congress. 

In entering this area of loophole-closing, the courts are venturing on a 
very difficult phase of tax legislation; the process of loophole-closing re- 
quires the very highest degree of legislative skill, experience, and in- 
genuity. The court might be able to think of only one way of closing 
the loophole which it thinks should be closed; but that particular way 
might cause considerably more trouble to the tax administrators and to 
the substantial and honest taxpayers than some other way which could 
be devised by experienced people able to give more time and study to 
solving that particular legislative problem than a judge can. 

If the judges who seem to have been somewhat too free with tax legisla- 
tion should point out, with entire truth, the extenuating fact that when 
a judge yields too readily to the legislative urge, it is often at the insistence 
of a lawyer on one side or the other, we should remember Eve in the 
Garden of Eden; whether the tempting serpent is an attorney for the 





15 See note 11 supra. 
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Government or an attorney for the taxpayer, the responsibility of resisting 
temptation remains with the judge. 


THE PHRASING OF CONGRESS-MADE TAx Law 


No implication is here intended that Congress has succeeded in making 
the provisions of our Revenue Code easy to understand. In fact, the first 
view of almost any long provision is a little sickening. Such sections recall 
the testimonial which Mark Twain claimed he received from a man whose 
wife had seen a map of Paris which Mark Twain had made. The testi- 
monial said that the wife had formerly been afflicted with freckles, and 
added, “Since her first glance at your map. . . she has nothing but 
convulsions.” 

But the fact remains that when Congress makes a new rule of tax 
law, the provision is at least framed in precise language by professional 
tax draftsmen and states what sections and subsections of the law are 
being amended; if the provisions are patiently analyzed and construed 
according to the language used, a definite meaning can usually be found. 
And whatever difficulties exist as to the construction of amendments thus 
formally enacted by Congress, such difficulties are relatively almost negli- 
gible when compared with the difficulty of piecing together, out of case 
reports, the casual and conflicting language of courts on a question as 
to which the courts have undertaken the task of modifying the Code to 
conform it to their views. 

A fortunate circumstance ought to be noted here, tending to reassure 
any citizens who might be tempted to assume that tax laws are made in 
Congress by certain legislators of the type that newspapers love to exploit. 
It is a simple fact that the tax acts are, in the main, constructed under 
the close supervision of the abler Senators and Congressmen, who have 
had long experience in using the help of experts and in testing out public 
em ConcLusION 

It is not being unfriendly or over-critical toward our judges to suggest 
that different qualifications and different types of expert help are required 
for the strictly judicial task of applying existing tax law to the facts of 
a specific court case and, on the other hand, the legislative task of correct- 
ing soft spots in the tax law by making new tax rules of a general kind. 
Certainly there is no fault-finding attitude here. Lawyers understand the 
difficulties judges have to meet and realize fully the truth of what James 
Bryce wrote years ago in The American Commonwealth about our judicial 
system : 
there is no part of the American system which reflects more credit on its 
authors or has worked better in practice.’* 

16 256, vol. 1 (1922 ed.). 
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We know also that our judicial branch works even better now than it 
did in Bryce’s time, because of substantial and very constructive improve- 
ments which have been initiated and perfected by our judges themselves. 
Feelings of gratitude and admiration toward our federal judges, rather 
than blame, are characteristic of the lawyer’s attitude and of the public’s. 
But it is certainly important that the usefulness and prestige of our 
federal courts shall not be impaired by their undertaking legislative tasks 
which the legislative branch can perform with better effect. 

What, then, is the best way to make it clear that tax legislation should 
be left to Congress as far as possible? Nothing is needed, it would seem, 
but to bring out plainly such important reasons for leaving it to Congress 
as the following. First, whenever a tax-tightening rule is needed, Con- 
gress, with the aid of its committees and its experts, can enact the new 
rule promptly, in carefully-framed language, and with a very wide view 
of the various fact-situations which it will affect. Second, courts cannot 
help making their tax rules retroactive; this is a severe handicap, because 
retroactive tax rules tending to increase the tax burden are seriously hurt- 
ful both to taxpayers and to the general working of the income tax law. 
Third, courts have poor facilities for finding out whether a contemplated 
rule which may seem desirable when applied to a particular set of facts 
will in the long run promote, or will frustrate, the main purpose of the 
income tax law—that of getting billions of dollars annually in a smooth . 
flow from taxpayers who comply. with the tax law spontaneously before 
any audit and before any deficiency notice. 
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Employee Stock Options And The 1950 


Revenue Act 
JOHN H. ALEXANDER 


J UDICIAL anxiety in recent years to protect, if not enlarge, the revenue 
has not infrequently brought about Congressional rejection of an interpre- 
tation of the tax law.* That more regulations have not suffered a similar 
fate may be due to a variety of reasons,” but now, by adopting section 218 
of the Revenue Act of 1950, Congress has placed the Treasury regulation 
and ruling insecurely bottomed on Commissioner v. Smith* in the com- 


Joun H. ALEXANDER (Yale University, A.B., LL.B.) is a partner of Mudge, Stern, 
Williams and Tucker; member of the Committee on Federal Income Taxes, Tax Section 
of the American Bar Association; member of Committee on Taxation, The Association 
of the Bar of the City of New York. 


1 Perhaps the outstanding example to come to mind is the checkered history of re- 
tained life estates and the allied problem of reversionary interests in the estate tax field. 
See Pavenstedt, Congress Deactivates Another Bombshell: The Mitigation of Church and 
Spiegel, 5 Tax L. Rev. 309 (1950). Footnotes to this subject were added by a recent 
amendment to section 7(c) of the Technical Changes Act of 1949 by Pub. L. No. 761, 
8ist Cong., 2d Sess. (Sept. 6, 1950), and by an amendment in the Revenue Act of 1950 
with respect to reversionary interests in the case of life insurance (Revenue Act of 1950, 
Sec. 503). Some other examples are: Revenue Act of 1939, Sec. 213(f), drastically limit- 
ing the doctrine of United States v. Hendler, 303 U.S. 564, rehearing denied, 304 U.S. 
588 (1938), as to the effect of an assumption of liabilities in exchanges; Revenue Act 
of 1942, Sec. 121(a), adding I.R.C. §23(a)(2), after the narrow construction of the 
allowance for trade and business expenses adopted by the Court in Higgins v. Comm’r, 
312 U.S. 212 (1941); Revenue Act of 1942, Sec. 134, completely changing the method 
of taxing income collected after his death in respect of a decedent, motivated in sub- 
stantial degree by the extreme interpretation placed on the former statute by the Court 
in Helvering v. Enright, 312 U.S. 636 (1941) and Pfaff v. Comm’r, 312 U.S. 646 (1941) ; 
Revenue Act of 1943, Sec. 134, adding subsection (c) to I.R.C. §167, to reverse the rule 
of Helvering v. Stuart, 317 U.S. 154 (1942), that income of a trust which may be used 
to meet the grantor’s obligation to support or maintain a beneficiary is taxable to the 
grantor even though the income is not so used. 

2 One reason may be that regulations may be attacked through the courts; another may 
be that the Treasury Department, in its regulations at least, is rather slow to take a 
definite position on doubtful points. A recent example of Congressional action to reject a 
Treasury position may be found in the retroactive amendment with respect to the statute 
of limitations on refunds, an amendment brought about by the Treasury interpretation 
of a prior amendment as operating to shorten the statutory period in certain cases. Pub. 
L. No. 716, 81st Cong., 2d Sess. (Aug. 18, 1950). See the comment of the Committee on 
Ways and Means that the construction of the Treasury was not in accordance with the 
intent of Congress. H.R. Rep. No. 2601, 81st Cong., 2d Sess. 2 (1950). 

8 324 U.S. 177 (1945), rehearing denied, 324 U.S. 695 (1945). 
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pany of some of the other interpretations which have zone too far with 
too little. Employee stock options once more offer a possible way of life 
to the corporate executive harassed by the high costs of a high standar 
of living and by ever increasing taxes. 

In broad outline, the new statute provides that if its requirements are 
met no income results to the individual (employee) at the time of transfer 
of the stock upon exercise of the option, and no deduction for compensa- 
tion paid is allowed at any time with respect to the stock transferred.* 
If the requirements of the statute are met but at the time of grant the 
option price was less than 95 per cent (although at least 85 per cent, the 
minimum qualifying percentage under the statute) of the fair market 
value of the stock, then upon “disposition” * of the stock or upon death 
of the employee there is included in his gross income as compensation 
the excess of such fair market value over the option price, or the excess 
of the fair market value of the stock at the time of disposition over the 
option price, whichever is less... Employee stock option transactions not 
meeting the statutory requirements are not covered. Thus, the statute fails 
to treat of any employee stock option unless it is a “restricted stock 
option” (carefully defined in the Act*), and not all transactions with 
respect to restricted stock options qualify for the statutory treatment.® 
Whether prior rules, to the extent there were any, fill the gaps, or whether 
such rules must be regarded as modified by the implications of section 
130A will be considered at a later point. Even this brief discussion 
of the new law indicates, however, the desirability of a working knowledge 
of prior law. 


4“At the present time the taxation of these options is governed by regulations which 
impede the use of the employee stock option for incentive purposes. Moreover, your 
committee believes these regulations go beyond the decision of the Supreme Court in 
Commissioner v. Smith, 324 U.S. 177 (1945).” Sen. Rep. No. 2375, 81st Cong., 2d Sess. 
59 (1950). 

5T.R.C. §130A (a). 

6 “ ‘Disposition’ includes a sale, exchange, gift, or any transfer of legal title,” with cer- 
tain enumerated exceptions. I.R.C. §130A(d) (4). 

7I.R.C. §130A(b). To avoid possible double taxation, the statute provides that in case 
of disposition of the stock by the employee, the basis of the stock in his hands at the 
time of disposition shall be increased by an amount equal to the amount so includible in 
his gross income. 

8 T.R.C. §130A (d) (1). 

® Non-qualified transactions with respect to restricted stock options include exercise by 
the individual more than three months after cessation of employment, exercise after the 
employee’s death and disposition of the stock less than two years after the grant of the 
option or within six months of its exercise. 
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Law Prior To REVENUE Act oF 1950 
Pre-Smith Case Law 


Employee stock options have provided a fruitful source of material 
for commentators.*® In speaking generally of the subject after the Smith 
case, one of them said that “stock options represent a refinement of stock 
purchases in the employer corporation” and that “the basic problem is 
the same in both methods of acquiring stock in the employer corporation, 
that is, whether the gain arises from a bargain purchase or is compensa- 
tion.” ** The Treasury regulations, in fact, have never referred to em- 
ployee stock options. Prior to 1923 the regulations did not refer to em- 
ployee purchases, but thereafter, and until 1939, the regulation provided 
that if property was sold by an employer to an employee for an amount 
substantially less than its fair market value, the difference was to be 
included in the employee’s income.’* By 1939 the Treasury apparently 
concluded that its regulation was too broad and limited the rule to those 
cases where the spread between amount paid and fair market value was 
“in the nature of . . . compensation.” ** In the light of the decided 


10 WASHINGTON, CoRPORATE ExeEcuTIVES’ CoMPENSATION 90 (1942); Ahern, Aiding 
Top Executives to Make Advantageous Deferred Compensation and Business Expense 
Arrangements in PROCEEDINGS OF NEw YorK UNIVERSITY SEVENTH ANNUAL INSTITUTE 
on FeperAL TAXATION 858, 869 (1949) ; Baker, Stock Options for Executives, 19 Harv. 
Bus. Rev. 106 (1940); Bastedo, Taxing Employees on Stock “Purchases,” 41 Cor. L. 
Rev. 239 (1941); Blodgett, Deferred Compensation of Executives in PROCEEDINGS OF 
New York UNIversity S1xtH ANNUAL INSTITUTE ON FEDERAL TAXATION 764, 809 
(1948) ; Blodgett, Recent Developments Concerning Deferred Compensation Plans in 
PROCEEDINGS OF NEw YorK UNIVERSITY SEVENTH ANNUAL INSTITUTE ON FEDERAL TAX- 
ATIon 1093, 1112 (1949); Boland, Employee Options Under the Federal Income Tax, 
28 Taxes 415 (1950) ; Canary, How an Employee May Seek to Raise Real Salary With- 
out Increasing His Compensation in PRocEEDINGS OF NEw York UNIversIty EIGHTH 
ANNUAL INSTITUTE ON FEDERAL TAXATION 1043, 1049 (1950); Dann, Employee Stock 
Options Under H.R. 6712, 37 Gro. L. J. 242 (1949) ; Dillavou, Employee Stock Options, 
20 AccounTING Rev. 320 (1945) ; Freedman, A Restatement of Tax Incentives in Com- 
pensating High-Salaried Executives, 4 Rutcers L. Rev. 617, 653 (1950); Friedman & 
Silbert, Stock Option and Stock Purchase Plans in PRoceEDINGs or NEw York UNI- 
versITy E1igHtH ANNUAL INSTITUTE ON FEDERAL TAXATION 433 (1950); Hirsch, Basis 
Problems in Employee Stock Option Transactions, 2 INTRAMURAL L. Rev. 24 (1946) ; 
Ross, Tax Consequences of Employees’ Stock Option Plans, 26 Taxes 137 (1948) ; Sax, 
Stock Options, 23 Taxes 505 (1945); Seghers, Stock Purchase Options Under The New 
Treasury Rules, 81 J. Accountancy 452 (1946) ; Schwenk, Disguised Compensation and 
Dividends as Taxable Income, 60 Harv. L. Rev. 44, 51 (1946) ; Tyler, Stock Options, 24 
Taxes 611 (1946) ; Atlas, Note, Toward a Concept of Compensation, 2 Tax L. Rev. 85, 88 
(1946) ; Ferrall, Note, Employee Stock Options and the Smith Case, 1 Tax L. Rev. 225 
(1946) ; Miller, Comment, The Treasury's Proposal To Tax Employee’s Bargain Pur- 
chases: T.D. 5507, 56 Yate L. J. 706 (1947) ; Note, Avoidance of Income Tax Through 
Purchase, 50 Harv. L. Rev. 500, 501 (1937). 

11 Atlas, Note, Toward a Concept of Compensation, 2 Tax L. Rev. 85, 88 (1946). 

12 T.D. 3435, II-1 Cum. Butt. 50 (1923) ; Reg. 65, Art. 31; Reg. 69, Art. 31; Reg. 74, 
Art. 51; Reg. 77, Art. 51; Reg. 86, Art. 22(a)-1; Reg. 94, Art. 22(a)-1. 

18 Reg. 86, Art. 22(a)-1 and Reg. 94, Art. 22(a)-1, as amended by T.D. 4879, 1939-1 
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cases the Treasury seemed to have little choice, as the courts paid scant 
attention to the earlier regulations. The cases dealing with ordinary 
stock purchase arrangements (non-stock option cases) developed few 
criteria however. One difficulty may be that the cases have come up in 
a variety of circumstances, presenting in some instances the issue of the 
deductibility by the employer of the excess of the value of the stock sold 
to the employee over the purchase price,“* in others, the issue of the 
liability of the employee for tax on such excess,’® and in still others, 
the basis to the employee, for gain or loss purposes, of stock purchased 
at a price below the market.*® 


Cum. Burr. 159; Reg. 101, Art. 22(a)-1; Reg. 103, Sec. 19.22(a)-1; Reg. 111, Sec. 
29.22(a)-i. As late as 1938 the Treasury was asserting the potency of its existing regu- 
lation in a ruling on an employee stock purchase plan. I.T. 3204, 1938-2 Cum. Butt. 126. 

14 Gardner-Denver Co. v. Comm’r, 75 F.2d 38 (7th Cir. 1935), cert. denied, 295 U.S. 
763 (1935) (there was no spread when the purchase contracts were executed, but at com- 
pletion of payment and delivery there was a spread which the Court did not allow the 
employer to deduct) ; Alger-Sullivan Lumber Co. v. Comm’r, 57 F.2d 3 (Sth Cir. 1932) 
(the Court treated the transaction as being a delivery of stock as bonus compensation 
rather than as a true purchase arrangement) ; Commercial Investment Trust Corp., 28 
B.T.A. 143 (1933), aff'd per curiam, 74 F.2d 1015 (2d Cir. 1935) (there was allowed as 
a deduction the substantial spread existing at the time of allotment of shares) ; Chrysler 
Corp., 42 B.T.A. 795 (1940) (deduction was denied for the rather small spread existing 
when the stock was transferred to a so-called management trust) ; Electric Storage Bat- 
tery Co., 39 B.T.A. 121 (1939) (deduction for spread at time of completion of purchase 
and delivery of stock was denied; decision appears to be based, to a substantial extent, 
on the record made by the parties that the spread was not intended as compensation) ; 
Ritter Lumber Co., 30 B.T.A. 231 (1934) (stock was sold on liberal terms under a plan 
to give key employees a bonus of the spread, which was allowed as a deduction) ; Haskell 
& Barker Car Co., 9 B.T.A. 1087 (1928) (the transaction was clearly established from 
the beginning as a compensatory transaction and the principal issue involved seems to 
have been the year of deduction) ; cf. D. N. & E. Walter & Co., P-H B.T.A Mem. DEc. 
142,378 (corporation allowed to deduct difference between cost of stock sold by it to 
employees and sale price). 

15 Mason v. Comm’r, 125 F.2d 540 (6th Cir. 1942), cert. denied, 317 U.S. 657 (1942) 
(employee taxed on bonus payment used to acquire stock and on excess of fair market 
value of stock over the bonus) ; Omaha National Bank v. Comm’r, 75 F.2d 434 (8th Cir. 
1935) (a puzzling case in which the Court held that the employee was not taxable on 
spread at date of delivery, although facts would seem to have supported Board’s view 
that the employee had no real obligation to pay for the stock and, in effect, was to 
receive it as compensation) ; Durkee v. Welch, 49 F.2d 339 (S.D. Cal. 1931) (a stock 
purchase arrangement on favorable terms held not to result in taxable income to employee 
although a substantial spread existed at the time of final payment and delivery of stock) ; 
Edward J. Epsen, 44 B.T.A. 322 (1941) (employee held to have taxable income of spread 
between fair market value of $61,660.83 and purchase price of $11,500). 

16 Robinson v. Comm’r, 59 F.2d 1008 (6th Cir. 1932) (taxpayer had purchased stock 
from the principal shareholder at a low price as compared with value and was permitted 
to use the value as his basis, on the theory that the spread represented either a gift or 
compensation) ; E. D. Knight, 28 B.T.A. 188 (1933) (holding to the same effect where 
the purchase price was $100 and value $1600 per share) ; cf. Helvering v. Salvage, 297 
U.S. 106 (1936). 
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The principal conclusion that one draws from the cases is that the courts 
have been strongly influenced by the parties’ attitude toward the particular 
purchase arrangement. If the evidence indicates that they looked on the 
stock purchase as supplementary compensation, the courts have been 
inclined to allow the employer a deduction for the difference between 
the fair market value of the stock sold and the purchase price paid by 
the employee, and to tax the employee with the difference. If the parties 
regarded the transaction not as compensatory but as a means of relating 
the employee's interest in his work with the profits of the business and 
ultimately with the value of the stock, the courts have been often inclined 
to accept the parties’ view, even though the market value of the stock 
substantially exceeded the price paid by the employee. It is perhaps not 
too much to say that in many of the cases at least, the form in which 
the transaction has been cast has had an important bearing on the out- 
come. This is not to say that the courts have been unready to look to the 
substance of the transaction rather than to its form, but often the formal 
papers appear to have been the principal evidence submitted.” 

In the employee stock option cases the courts have been particularly 
influenced by the parties’ attitude toward the transaction. If the parties 
regarded the transaction as a means of furnishing the employee additional 
compensation, the spread between market value and option price at date 
of exercise and transfer of stock was treated as compensation.** In most 


17 Perhaps one of the extreme examples of the extent to which a court has followed the 
parties’ treatment of the transaction is Omaha National Bank v. Comm’r, 75 F.2d 434 
(8th Cir. 1935). The form used was a purchase contract at a fixed price per share, with 
dividends to be credited on the purchase price. If the credits did not amount to the pur- 
chase price of a certain number of shares by stated dates, these shares were to be de- 
livered to the employee without further payment. The credits did not equal these amounts 
and the shares were delivered after the corporation went through the form of making 
credits for the purchase price. The Court limited the taxable income of the employee to 
the amount of the credits and did not charge him with the substantial difference between 
the credits and the fair market value of the stock at the delivery date. For further dis- 
cussion, see Bastedo, Taxing Employees on Stock “Purchases,” 41 Cor. L. Rev. 239, 242 
(1941). 

18 One of the early cases on the subject is Albert R. Erskine, 26 B.T.A. 147 (1932). 
The option, given in lieu of previpus additional compensation arrangements, entitled a 
corporate executive to purchase shares at a fixed price, the number of which would vary 
in proportion to corporate profits. A substantial spread between market value and pur- 
chase price existed at the time of execution of the contract. The employee could sell the 
optioned stock immediately upon acquisition by him. The corporation deducted in its 
returns in the years of exercise amounts representing approximately the value of the 
shares of stock acquired by the executive less the purchase price. The Board held that 
the arrangement was compensatory in nature and that the executive had taxable ordinary 
income measured by the spread at the time of acquisition. A similar result was reached 
in Connolly’s Estate v. Comm’r, 135 F.2d 64 (6th Cir. 1943), where the arrangement was 
also construed to be of a compensatory character. The option arrangement involved in 
the latter case was passed upon in two other cases with the same result. Walter J. Curley, 
P-H B.T.A. Mem. Dec. 941,567; William J. Johnson, P-H B.T.A. Mem. Dec. 942,363. 
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of the stock option cases, however, it was concluded that compensation 
was not involved.*® In some of these cases there was a spread between 
the market price and the option price at the time the option was granted.” 
The Treasury did not rule that the presence or absence of such a spread 
would be considered the vital factor, but it gave close attention to the 
relation of the two prices in determining whether to issue rulings on 
specific cases. During the excess profits tax years the Treasury was usually 
much better off if the stock option was non-compensatory.* The Treasury 
practice of issuing rulings on the nature of specific transactions as com- 
pensatory or non-compensatory continued through most of the excess 
profits tax years, but it did not survive the Smith case. 


The Smith Case 


Western Cooperage Company, the employer of Smith, entered into a 
management arrangement with Hawley Pulp and Paper Co. which was in 
financial difficulties, under which Western was to retire annually a certain 
amount of Hawley’s indebtedness of approximately $2,800,000. As com- 
pensation Hawley was to place in escrow 174,378 shares of common 


19 Merhengood Corp. v. Comm’r, 89 F.2d 972 (D.C. Cir. 1937), cert. denied, 302 U.S. 
714 (1937) ; Rossheim v. Comm’r, 92 F.2d 247 (3d Cir. 1937) ; Bothwell v. Comm’r, 77 
F.2d 35 (10th Cir. 1935) ; Herbert H. Springford, 41 B.T.A. 1001 (1940); Charles E. 
Adams, 39 B.T.A. 387 (1939); Delbert B. Geeseman, 38 B.T.A. 258 (1938) ; Clarence 
L. Landen, P-H T.C. Mem. Dec. 43,019; William B. Gillies, P-H B. T. A. Mem. Dec. 
39,161. These cases did not all arise on the direct issue of liability of the employee for 
income tax on the spread. In both the Bothwell and Merhengood cases the taxpayer 
was claiming on a subsequent disposition of the stock that the basis for computing gain 
or loss should include an amount equal to the spread at the time of the acquisition of 
the stock. 

20 Of the cases cited in note 19 supra, the market price exceeded the option price at 
the time the option was granted in the Geeseman, Landen, and Gillies cases. In the re- 
maining cases the option price equaled or exceeded the market price at the time of granting 
the option. 

In the Geeseman case the original option was granted at a price of $40 per share when 
the market price was about $58 per share. Subsequently, when the market price was about 
$35.50 per share the option price was reduced to $30 per share. The Board said (38 B.T.A. 
258, 265): “Furthermore the price to be paid by petitioner for the stock was substantial 
and, if consideration be given to the language of the offer, the margin of difference 
between the option price and the current market price at the time the option price was 
fixed, and to the fluctuation of prices on the stock market during the period in which 
the offer was made, we do not believe that it can be said that the margin of difference 
between the offering price and the fair market value of the stock was so great as to 
require the conclusion that the transaction here constituted the payment of compensation.” 

21 The corporate tax benefit of a deduction for compensation paid was frequently at the 
854 per cent rate, ordinarily a higher rate than the bracket in which the employee’s income 
fell. Furthermore, if the employee sold the stock the revenue would be enriched by capital 
gains tax on the difference between the option price and the sales price. The subject has 
been explored in Tyler, Stock Options, 24 Taxes 611, 615 (1946). 
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stock,” and when $1,400,000 of Hawley’s indebtedness was retired 
Western would be entitled to delivery of a proportionate part of the 
shares.” This arrangement was set up in 1934. Smith rendered valuable 
services in the Hawley reorganization, and in December, 1934 the president 
of Western gave Smith, as a reward for his services, an oral option 
which, on advice of counsel, was formalized in writing and by corporate 
action in May, 1937 as of December 10, 1934. The stated consideration 
was Smith’s services theretofore rendered. Under the option Smith was 
entitled to purchase by January 1, 1940, for $7,437.70, the right to receive 
all Hawley common stock in excess of 100,001 shares to be received 
by Western under the escrow or, if Western did not secure the entire 
174,378 shares, a proportionate number of the shares.** On December 10, 
1934 the common stock of Hawley had a market value of not more than 
ten cents a share. Smith testified that he wanted to make a payment for 
the option because he “preferred to have it be a purchase rather than 
a gift.” * 

In 1938 Western became entitled to delivery of part of the shares held 
in escrow through reduction of the debt by $1,400,000, and in March, 
1938 Smith exercised his option and paid the option price. Western 
thereafter directed delivery by the escrow agent of 50,9394 shares to 
Western and 33,759 shares to Smith.”* In 1939 additional shares were 
deliverable, and Smith received in that year a total of 12,374 shares. 
The Commissioner included in Smith’s income for 1938 and 1939 the 
difference between the fair market value at the time of delivery of the 
shares delivered to him in each year and ten cents a share, and the Tax 


22 Preferred stock was also involved in the compensatory arrangement, but for purposes 
of the decision this stock was not of importance. 

23 The formula was that Western would receive such number of the deposited shares as 
bore the same ratio to the total deposited as the debt retired bore to total debt. The 
formula was also applicable upon further reduction of the debt. 

24 The arrangement was that on a partial delivery the proportion would be six shares 
to Western and four shares to Smith until Western received 100,001 shares and Smith 
66,667, after which the balance would go to Smith. 

25 Transcript of the Record, p. 91. The Tax Court described the payment as “the pay- 
ment of $7,437.70 for 74,377 shares of common stock at ten cents a share,” although, as 
pointed out in the text, the option itself provided for a flat option price irrespective of 
the number of shares to which Western and, accordingly, Smith might become entitled to 
receive by virtue of the entire arrangement. 

26 The reduction in indebtedness was $1,409,720 and under the escrow formula Western 
would seem to have been entitled to approximately 88,000 shares. The order by Western 
for shares was for a total of only 84,698} shares and the discrepancy is not explained. 
Furthermore, if the six to four ratio previously mentioned had been strictly followed, of 
the shares actually delivered Smith would have been entitled to receive 33,879 shares 
instead of 33,759 shares. 
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Court, in a memorandum opinion, sustained the Commissioner.” The 
Ninth Circuit Court reversed the Tax Court.” 

The Supreme Court said that section 22(a) is broad enough to include 
in taxable income any economic or financial benefit conferred on the 
employee as compensation, whatever the form or mode by which it is 
effected, and that when the option price is less than the then market 
price of the property, the option may have present value and itself may 
be compensation for services. The Court pointed out that that situation 
did not exist in the Smith case,°° and that the option could operate to 
compensate Smith 


. only as it might be the means of securing the transfer of the shares of 
stock from the employer to the employee at a price less than their market value, 
or possibly, which we do not decide, as the option might be sold when that dis- 
parity in value existed... . 

The Tax Court thus found that the option was given to respondent as com- 
pensation for services, and implicitly that the compensation referred to was 
the excess in value of the shares of stock over the option price whenever the 
option was exercised.** 


The taxpayer moved for rehearing on the ground that his tax should 
be measured by the spread between option price and market value existing 
at the date of exercise of the option rather than, in the case of 1939, the 
delivery date.**? The rehearing was denied, but the Court delivered an 
opinion in which it pointed out that Smith’s right to receive additional 


27 P-H T.C. Mem. Dec. 943,101. 

28142 F.2d 818 (1944). Certiorari was granted by the Supreme Court on a petition 
which asserted conflict of the decision below with the decision of the Court of Appeals 
for the Sixth Circuit in Connolly’s Estate v. Comm’r, 135 F.2d 64 (1943). 323 U.S. 
696 (1944) ; see 324 U.S. 177, 178 (1945). 

29 324 U.S. 177, 181 (1945). 

30 The Court said that it was plain that the option did not operate to transfer any of 
the shares of stock from the employer to the employee, and cited Palmer v. Comm’r, 302 
U.S. 63 (1937). The Palmer case is, of course, well known in the field of corporate 
distributions. The Court there held that an option granted by the corporation to its 
shareholders to purchase stock owned by the corporation did not result in the distribu- 
tion of taxable income to the shareholders where the option had no value at the date of 
issuance even though at the date of exercise there was a spread between the option price 
and the value of the stock purchased. It has been pointed out that the Smith case was 
tried on the theory that under the Palmer case receipt of taxable compensation from an 
employee stock option can be precluded by the simple expedient of fixing the option price 
at or above fair market value of the stock at the time the option is given. Ferrall, Note, 
Employee Stock Options and the Smith Case, 1 Tax L. Rev. 225 (1946). 

31 324 U.S. 177, 181 (1945). 

32 There had been a substantial appreciation in value between the two dates. In fact, 
although Smith received almost three times as many shares in 1938 as he received in 
1939, his taxable income on account of the option arrangement was $81,021.60 in 1938 
and $71,663.98 in 1939. 
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shares was conditioned on \Vestern’s success in further reducing Hawley - 
debt, saying : 


' We take it that the Tax Court regarded fulfillment of the conditions upon the 


right of Western to receive the stock, and therefore of the conditions upon the 
derivative right of respondent to receive it under his option, as prerequisite to 
the effective exercise of the option. . . .5* 


The Court’s opinion on rehearing emphasizes the true nature of the 


entire transaction. Consider for the moment the situation which would 


have existed if Smith had not voluntarily taken the position that he wished 
to make some payment for the shares. Western was to be compensated 
for its services in shares of stock, the number of which was to be related 
to the success which Western achieved in bringing about the desired re- 


sult of reducing Hawley’s indebtedness. Smith performed valuable serv- 


ices in connection with the matter, and Western in effect wished to share 
with Smith the compensation it received for the services. Instead, how- 
ever, of sharing directly, Smith suggested that if he elected to share he 
would pay a fixed amount which was relatively small and would never 
be paid unless what he would receive would be substantially in excess ot 
this amount. Whether he would ever receive the entire 74,377 shares, 
or even any part of them, was certainly problematical and the fact that 
the shares were currently not worth more than ten cents each would not 
really seem to have much relation to the question. Although the point is 
not touched upon in the opinions, the transaction was so cast that if 
Smith’s position had been upheld, it is difficult to see how Western could 
have avoided the extraordinary tax position of being required to include 
in taxable income the entire value of all the shares deliverable under the 
escrow agreement and entitled, at most, for the payment to Smith, to a 
capital loss deductible only to the extent of $2,000 plus capital gains.** 
In the light of the actual facts and implications of the case, the only 
surprise in its history through the courts is that the Court of Appeals 
was led astray by the form of the transaction and the theory upon which 
the taxpayer relied. To consider the case as establishing any new princip!es 
of law or casting any doubt on other employee stock option cases is to 
read far more into the case and even into the language of the Supreme 
Court than can be justified. It was not a reason and was hardly an excuse 
for subsequent Treasury action. 


Post-Smith Case Developments 


In April, 1946 the Treasury amended the regulations to provide that 1 
property is sold by an employer to an employee for an amount less than 


33 324 U.S. 695, 696 (1945). 
84 Revenue Act of 1938, Sec. 117(d). 
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its fair market value, the difference is in the nature of compensation and  T 
shall be included in the gross income of the employee.** The amendment, yolv 
did not apply in the case of property transferred by an employer to an: pens 
employee pursuant to the exercise of an option granted to the employee, spre 
before February 26, 1945, the date of the Smith decision.** A contem- atter 
poraneous ruling, I.T. 3795, dealt. particularly with employee stock options’ setti 
and laid down the general rule that employee stock options granted after in o 
February 26, 1945 result in compensatory income if the stock is transferred! estal 
on exercise of the option at a time when the market value exceeds the Tax 
option price, or if the option is disposed of in an arm’s-length transaction) case. 
for consideration.** With respect to pre-February 26, 1945 options it} wou 
is ruled that unless at the time of grant there was a substantial difference —— 


: A 3 age th ‘ ) actua 
between fair market value and option price or, within the prior regula-| ¥5 .,, 


tions, the employee then otherwise would clearly realize income by way: of suc 
of compensation through exercise or transfer of the option, the Bureau| tio. 


would hold that the exercise or transfer did not result in income.** Al- 4a 


though the regulation went beyond the decision of the Court in the Smith  attem 
case, it is certainly true, as the Senate Finance Committee has pointed out, stock 


that the regulation impeded the use of employee stock options.*° ! ae 


85 T.D. 5507, 1946-1 Cum. Butt. 18, amending Reg. 111, Sec. 29.22(a)-1. rd 

86 Prior regulations remained applicable to pre-February 26, 1945 options. T.D. 5507, ated 1 
supra note 35. Stock 

87 1946-1 Cum. Butt. 15. Under the ruling if the employee transfers the option in a Instr 
transaction not at arm’s length, he realizes taxable income when the transferee exercises joe 
the option and receives the stock. The ruling further provides that if the option is granted f V 
to the employee by the employer, the amount of compensation realized by the employee pe 
under the principles laid down in the ruling is deductible by the employer corporation in ne 
the year in which the employee realizes such compensation, subject, of course, to the am \ 
general limitations laid down in the Internal Revenue Code on allowance of the deduction) . , a 
for compensation. *. the 

88 The ruling contained a proviso that on or before July 1, 1946 consents of the em- = 
ployee, transferee, and employer corporation, or any other party granting the option, should re 
be filed with the Commissioner “(1) agreeing that the basis to the employee, and to any , a 
transferee of the option, for the stock acquired or to be acquired pursuant to the option | 5] 
shall be the actual price paid therefor and that no deduction shall at any time be claimed) ) 
attributable to any aspect of the option arrangement, under section 23(a)(1) or any oe 
other subsection of the Internal Revenue Code, by the employer corporation or the tax- am 
payer who granted the option, and (2) indemnifying the Commissioner against the filing ga 
of a claim for credit or refund, or any other action by any taxpayer concerned, inconsis- a apt 
tent with the consents filed.” In the recent case of Malcolm S. Clark, P-H T.C. Mew. 8 , 
Dec. 50,210, the failure to file consents was not considered important. The ruling also - 
provided that in determining what constituted a substantial difference between the fair) Pt" 
market value and the option price, consideration would be given, among other things, to a 
“the number of shares subject to the option, to the previous variations in fair market ba * 
value of the stock, and to the type of business and history of the employer corporation and om 
its affiliates.” aa 

8 Sen. Rep. No. 2375, 81st Cong., 2d Sess. 59 (1950). As the Commissioner did not) NDS 


ri . z thi 
take the position that the grant of an option might result in compensatory income, the thx , 
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nand There have been four cases decided since the Smith case but none in- 
iment, volved a post-February 26, 1945 option.*® Except in one case,** no com- 
to an+ pensation was found, although in all the cases there was a very substantial 
loyee| spread between market value and price paid. In each of them, the Court 
ntem-| attempted to analyze the facts and determine whether the parties were 
tions) setting up a compensatory arrangement. Except for an ambiguous hint 
after in one of these cases,** none of them indicates that the Smith opinion 
erred| established any new criteria, and in the most recent of the cases,** the 
ls the. Tax Court relied heavily on one of the older option cases, the Geeseman 
ction case.** The only case of the four decided in favor of the Commissioner 
ms it} would probably have been so decided prior to the Smith case.* 


yang actual issuance of a stock option was still possible without substantial risk of the assertion 
-gula-| of tax deficiences by the Commissioner. Everyone recognized, however, that the exercise 
’ way; of such an option would necessarily involve a tax dispute with the Commissioner and litiga- 
ureay tion. Any doubt as to the validity of the regulation therefore did not diminish its effec- 
8 Al | tiveness as a barrier to the exercise and transfer of employee stock options issued after 

~| the magic date. For the strict view of the Bureau of Internal Revenue with respect to 
Smith attempts to avoid the new regulation, see Special Ruling, 474 CCH {8637, relating to a 
d out.) stock purchase plan of United Airlines, Inc. This ruling and the ruling on the plan of 
Paramount Pictures, Inc. are discussed in Blodgett, Deferred Compensation of Executives 
in PROCEEDINGS OF NEw YorK University S1xTH ANNUAL INSTITUTE ON FEDERAL TAXxA- 
tion 764, 818, 821 (1948). The rulings on the plans of United Airlines, Inc. and Feder- 
5507 ated Department Stores, Inc. are discussed in Friedman and Silbert, Stock Option and 
" Stock Purchase Plans in Proceepincs oF New York UNIversity EIGHTH ANNUAL 
INSTITUTE ON FEDERAL TAXATION 433, 444 (1950), commented upon in Lasser, The Tax - 


excises “nic, 90 J. Accountancy 146 (1950). 
pee 40 Van Dusen v. Comm’r, 166 F.2d 647 (9th Cir. 1948), affirming 8 T.C. 388 (1947) ; 


Norman G. Nicolson, 13 T.C. 690 (1949); Malcolm S. Clark, P-H T.C. Mem. Dec. 
450,210; James M. Lamond, P-H T.C. Mem. Dec. 46,023. 

41 Van Dusen v. Comm’r, supra note 40. 

42In the Van Dusen case, supra note 40, at 393, the Tax Court said: “Close analysis 
of the facts in the decided cases, together with their chronology with reference to Com- 
bn ail missioner v. Smith, supra, will serve to distinguish or render obsolete as authority the 
should ‘8° relied on by petitioner.” 
#3 Malcolm S. Clark, supra note 40. 


ployee’ 
tion in 
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vty, ‘Delbert B. Geeseman, 38 B.T.A. 258 (1938). 
Pars " 45In the Van Dusen case, supra note 40, the president of a corporation granted to a 
aa any| employee an option to purchase fifty shares of the corporation’s stock at $5 per share 


each month for the following ten years, subject to a limitation in time in the event of 
> filing termination of employment or prior death. At the time of the grant the stock was selling 
conde at approximately $9 per share. The option was exercised in the subsequent taxable years 

Mose 1938 through 1941, at times when the market value was substantially in excess of the 
bes option price. The Court regarded the benefit derived by the taxpayer from exercising his 
,;option and securing the stock at less than market price, as directly connected with and 
conditioned on the rendition of his services. There is nothing necessarily surprising in 
the conclusion of the Court in view of the prior decisions which analyzed the facts in 
each instance to determine whether there was compensation involved, but it is somewhat 
surprising to find the Tax Court using the language quoted in note 42 supra. The two 
subsequent cases, the Clark and Nicolson cases, supra note 40, indicate, however, that 
this language should not be taken as indicating any real change in the approach of the 
Tax Court to employee stock option cases. 
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As the courts gave no hint of their views on post-February 26, 194: 
options and the adverse regulation continued, there was considerabk 
agitation for adoption of legislation specifically allowing employee stock» 
options on a basis which would at least postpone employee tax until dis- 
position of the stock acquired on exercise of the option.** The view that 
the matter should be covered by legislation found expression in a number 
of bills introduced in Congress, including the ill-fated Revenue Revisio: 
Bill of 1948.** Generally, the stock option provisions in these bills wer: 
not so workable as those contained in section 218 of the Revenue Act oj 
1950. The House of Representatives did not include a stock option pro: 
vision in the bill which ultimately became the Revenue Act of 1950,* and 
the stock option provision was introduced into the bill by the Senat 
Finance Committee.*” 


) 


THE REVENUE Act oF 1950 


The broad purpose of section 130A is to permit the use of employe 
stock options, under prescribed conditions, without undue tax burden 
In brief, if the requirements of the statute are fully met, the tax trea 


46 The American Bar Association proposals were incorporated in two bills introduce 
in Congress: H.R. 7738, 8lst Cong., 2d Sess. $154 (1950); H.R. 7825, 81st Cong., 9 
Sess. $154 (1950). Recommendations of various groups were made in the hearings hel 
by the House Ways and Means Committee in 1947: The Association of the Bar of tl 
City of New York, Hearings before House Committee on Ways and Means on Proposa 
Revisions of the Internal Revenue Code, 80th Cong., 1st Sess. 3180, 3195 (1947) ; Chambe 
of Commerce of the United States, id. at 1599; National Association of Manufa 
turers, id. at 1474, 1492; Pennsylvania State Chamber of Commerce, id. at 1436; Il! 
nois State Chamber of Commerce, id. at 3203; New York State Society of Certified Pub 
lic Accountants, id. at 3589; Majority Report of the Special Tax Study Committee 4 
the Committee on Ways and Means, id. at 3626. Contra: the Minority Report, id. 4 
3653. Various writers have commented on a iegislative solution of the problem: Basted, 
Taxing Employees on Stock “Purchases,” 41 Cor. L. Rev. 239 (1941) ; Boland, En:ploys 
Options Under the Federal Income Tax, 28 Taxes 415, 420 n. 32 (1950); Tyler, Stod 
Options, 24 Taxes 611, 614 (1946) ; Miller, Comment, The Treasury's Proposal to Tat 
Employee's Bargain Purchases: T.D. 5307, 56 Yave L. J. 706, 708 (1947). 

47 H.R. 6712, 80th Cong., 2d Sess. §137 (1948). The Madden Bill, H.R. 5561, 7% 
Cong., 2d Sess. (1946), also provided for qualified employee stock options. This bill } 
discussed in Tyler, Stock Options, 24 Taxes 611, 613 (1946). When the Revenue Rew 
sion Bill of 1948 was reintroduced in 1949, the stock option provision was included in } 
H.R. 990, 81st Cong., Ist Sess. $137 (1949). The provisions in the bills introduced f 
incorporate certain American Bar Association recommendations, including those wi 
respect to employee stock options, have been mentioned in note 46 supra. It is intered 
ing to note that in its report on H.R. 6712, the House Ways and Means Committ 
pointed out that the regulations were so severe that they prevented the use of employ 
stock options for incentive purposes, and that the regulations represented an extensill 
of the Smith case upon which they were based. H.R. Rep. No. 2087, 80th Cong, | 
Sess. 4 (1948). 

*? H.R. 8920, 81st Cong., 2d Sess. (1950). ) 

** Sew. Rep. No. 2375, 81st Cong., 2d Sess. 39 (195). 
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ment accorded non-compensatory employee stock options in such cases 
as the Geeseman case will be accorded “restricted stock options,” except, 
of course, to the limited extent previously indicated in the case of sub- 
section (b) options.*° To obtain any appreciation of the scope, limitations, 
and problems of section 130A, it is almost essential, because of the highly 
integrated character of its parts, to study each of its parts in some detail. 


Restricted Stock Option 


The term “restricted stock option” is a statutory word of art and a 
number of important requirements must be met to bring an option within 
the definition. 

Date of Granting Option. The option must be granted after Feb- 
ruary 26, 1945, the date of the Smith decision. The reason for the choice 
of this date is not clear and no help is afforded by the Committee reports.** 
It may be that Congress considered that the regulations and I.T. 3795 
give pre-'ebruary 26, 1945 options sufficient protection.** The status of 
such options will be discussed at a later point. 

Qualification of Grantee. The option must be granted “‘to an individual, 
for any reason connected with his employment by a corporation.” * It 
is clear that no “plan” is necessary and that discrimination in favor of a 
highly paid employee is not a reason for denying the special statutory 
treatment. Furthermore, it is of no importance whether the option is 
compensatory or non-compensatory ; it need only be granted for a reason 
connected with employment. 

This clause brings up the philosophy underlying the statute. Obviously, 
the first question to be answered by Congress was the advisability of 
any employee stock option statute, and the answer should not, and ap- 
parently in the minds of the legislators did not, depend on whether em- 
ployee stock options are or are not compensatory. Whatever one’s views 
of prior law, there can be little doubt that Congress could have supported 
the Treasury position by the passage of an appropriate law adopting the 


50 Supra p. 166. The statute does not say that no income will result from the grant of 
such an option, but no other interpretation can be placed on the statute. See I.R.C. 
§130A(a)(3) and (b) and Sen. Rep. No. 2375, 81st Cong., 2d Sess. 60 (1950), and 
discussion infra p. 194. 

51 The requirements are contained in I.R.C. §130A(d) (1). 

52 As reported by the Senate Finance Committee, the bill limited restricted stock options 
to those granted after 1946. The date was changed to February 26, 1945 before the bill 
passed the Senate. No explanation of the new date is given in the Conference Report. 
H.R. Rep. No. 3124, 81st Cong., 2d Sess. (1950). 

53 See the discussion supra p. 173. 

54 Infra p. 198. 

55 L.R.C. §130A(d) (1). ' 
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theory of the amended regulation. Such legislation would have been 
based on the premise that to permit property sales to employees at a dis- 
count from market through the device of a stock option, allows a favored 
group to obtain an economic or financial benefit without liability for ordi- 
nary income tax.°* The contrary view is that in the light of today’s high 
income tax rates, income taxable at ordinary income tax rates furnishes 
limited management incentive, and that the incentive supplied by a stock 
option arrangement serves a useful purpose.*°* That such an option, when 
granted or exercised, can serve as the basis of tax is not important from 
this view and it is this view that prevailed. It was therefore sound to omit 
entirely any general qualification that a restricted stock option must be 
of a non-compensatory nature.” 

The statute does not define the term “employment” as used in the 
phrase “connected with his employment.” *° Particularly in the light of 
the Congressional reaction to the construction of the Supreme Court and 
the Treasury of the concept of “employment” for Social Security tax pur- 
poses, it is unlikely that “employment” in section 130A will be extended 
much beyond the so-called common law control test. Certainly, in view 


56 See Atlas, Note, Toward a Concept of Compensation, 2 Tax L. Rev. 85 (1946). 

57 As previously pointed out, revenue considerations are not important and, indeed, per- 
haps favor treating the grant and exercise of an employee stock option as non-taxable 
events. If another excess profits tax law is adopted, certainly revenue considerations 
would support a disallowance of the employer’s deduction at the expense of not taxing 
the employee but requiring him to use the price paid as his basis for the stock acquired. 

58 The statute does, of course, have many restrictive provisions which are directed at 
the problem of trying to limit the use of options to those cases where they will be em- 
ployed as incentive devices rather than as a means of permitting an “insider” to take a 
quick profit taxable at capital gains rate. These restrictions, which are discussed in the 
text, take into account many of those elements that the courts have considered in deciding 
whether an arrangement should be deemed compensatory or non-compensatory. 

59 In other parts of the section, the concept of the employer-employee relation is also 
used. Immediately following the quoted phrase the section refers to the option “if granted 
by the employer corporation” or its parent or subsidiary corporation. An earlier part 
of the section provides that the special statutory treatment will not be applicable unless 
at the time of exercise of the option the individual is “an employee” of the corporation 
granting the option or of a parent or subsidiary corporation, or the option is exercised 
by him within three months after he ceases to be “an employee.” I.R.C. §130A(a). 

60 The construction of the Supreme Court was given in United States v. Silk, 331 U.S. 
704 (1947) and Bartels v. Birmingham, 332 U.S. 126 (1947). In the light of these cases 
the Treasury proposed to broaden the definition of employee contained in the applicable 
regulations, but Congress passed, over the President’s veto, a joint resolution amending 
the definition of employee in sections 1426(d) and 1607(i) of the Internal Revenue Code 
to limit the term to the common law meaning. Pub. L. No. 642, 80th Cong., 2d Sess. 
(June 14, 1948). Accordingly, no amendment was made to the regulations, which con- 
tinue to contain the following: “Generally such relationship [of employer-employee] 
exists when the person for whom services are performed has the right to control and 
direct the individual who performs the services, not only as to the result to be accom- 
plished by the work but also as to the details and means by which that result is accom- 
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of the purpose of the law to permit the grant of incentive options, “‘of- 
ficers” will be within the “employment” concept. It is highly doubtful that 
the grant of an option to a person in connection with his directorship 
will be “connected with his employment.” Relationships based on an in- 
dependent contractor status, such as the lawyer-client relation, would seem 
to be generally excluded. Borderline situations may well develop, but 
these probably will have to await regulations or decisions. 

Qualification of Grantor. The option, to be classified as a “restricted 
stock option,”’ must be granted by “the employer corporation or its parent 
or subsidiary corporation, to purchase stock of any of such corporations.” * 
This requirement excludes an option granted by an individual, and options 
such as those in Rossheim v. Commissioner © and Van Dusen v. Com- 
missioner °° would not qualify as restricted stock options even if they met 
all other conditions of the statute. At first blush the condition seems 
unduly restrictive. It is not unusual for all or some of the principal share- 
holders of a closely-held corporation to use some of their own stock in 
a stock purchase arrangement as an inducement and incentive for new 
management, the very type of arrangement the new section should en- 
courage. To have included options granted by individuals, however, would 
have complicated still further an already highly complicated section, and 
it was probably felt that most situations could be worked out through 
the employer corporation, its parent, or subsidiary. 

The terms “parent corporation” and “subsidiary corporation” are de- 
fined. A “parent corporation” is “any corporation (other than the em- 
ployer corporation) in an unbroken chain of corporations ending with 
the employer corporation if, at the time of granting of the option, each 
of the corporations other than the employer corporation owns stock pos- 
sessing more than 50 per centum of the total combined voting power of 
all classes of stock in one of the other corporations in such chain.” “ A 
“subsidiary corporation” is defined along similar lines except, of course, 
the chain works down, instead of up, from the employer corporation.* 


plished. That is, an employee is subject to the will and control of the employer not. only 
as to what shall be done but how it shall be done.” Reg. 106, Sec. 402.204; Reg. 107,:Sec. 
403.204. 

61T.R.C. §130A(d) (1). 

6292 F.2d 247 (3d Cir. 1937) (the options were granted by directors and principal 
stockholders and were held non-compensatory although the market value of the stock 
exceeded the purchase price at the time of exercise). 

83 166 F.2d 647 (9th Cir. 1948) (the option was held compensatory). See discussion 
of this case, supra note 45. 

64 T.R.C. §130A (d) (2). 

85 “The term ‘subsidiary corporation’ means any corporation (other than the employer 
corporation) in an unbroken chain of corporations beginning with the employer corpora- 
tion if, at the time of the granting of the option, each of the corporations other than the 
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Although the required voting interest seems a modest requirement, the, 
statutory language makes possible some rather odd results, as appears| 
from the following illustration : 

A owns all the voting stock of B, and A and B each owns stock pos- 
sessing 50 per cent of the total combined voting power of all classes of 
stock in C, and C owns all the voting stock of D, the employer corporation, 
C is a parent corporation of D, but neither A nor B is a parent corporation 
of D. As A and B each owns 50 per cent of the total combined voting, 
power of all classes of stock in C, neither owns “more than” 50 per cent 
of such stock, and the chain breaks at C. The fact that the entire voting | 
stock of B, C, and D is owned within the group would not seem to affect 
the result in view of the specificity of the statute. The test is to be applied, 
“at the time of granting of the option,” and in such a case as this, if it) 
is desired to grant a “restricted stock option” in A to an employee of D/ 
and A first transfers a few shares of C to B, the language of the statute 
would be met and it would seem that its intent would not be violated. 

As the particular chain must start or end with the employer corporation, 
options on stock of brother or collaterally related corporations are not 
included. To illustrate: E owns all the stock of F and of G, the employer) 
corporation. E or G could grant a restricted stock option with respect to 
stock of E or G but neither could grant a restricted stock option on stock 
of F. This limitation would be applicable with respect to any corporations 
owned by or through F. Qn the other hand, if E were the employer 
corporation, a restricted stock option could be given on stock of E, F, or G.. 
One type of transaction that may be eliminated by these provisions is 
the use by a group of affiliated corporations of a separate subsidiary to 
hold stock of, say, the top company with a stock purchase arrangement 
for employees of members of the group to buy stock of the separate 
subsidiary. There does not seem to have been any good reason for the 
statute’s eliminating any related corporations which trace through a 
common parent.*° 

Under the definitions of “parent corporation” and “subsidiary corpo-| 
ration,” the ownership must be in “stock possessing more than 50 per 
centum of the total combined voting power of all classes of stock.’”’ There 
is no definition of “voting power.”’ The concept is similar to that employed, 
in the provision relating to affiliated corporations for consolidated return| 
purposes.*’ In the consolidated return provisions, however, some aid to’ 


last corporation in the unbroken chain owns stock possessing more than 50 per centum 
of the total combined voting power of all classes of stock in one of the other corporations 
in such chain.” I.R.C. §130A(d) (3). 
66 The reason may have been, again, relative simplicity in drafting. ) 
67 The requirement for inclusion in an affiliated group is ownership within the group 
of “stock possessing at least 95 per centum of the voting power of all classes of stock and i 
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the construction of the concept is given by the statement that “the term 
‘stock’ does not include nonvoting stock which is limited and preferred 
as to dividends.” ** The concept of voting power is also used in the 
“control” definition in the tax-free exchange provisions.** There have 
been few cases dealing with the meaning of “stock possessing voting 
power.’ It has been held that for the purpose of determining affiliation 
under the consolidated return provisions, the voting status of stock is 
to be determined by the facts existing with respect to such stock during 
the taxable year." Emphasis has been placed on the power to elect di- 
rectors in determining whether stock is voting stock. These principles 
should be equally applicable to the definition in section 130A, except, of 
course, that the crucial time for determination of the statutory test is the 
time of granting of the option.” 


at least 95 per centum of each class of the nonvoting stock of each of the includible cor- 
porations,” except the common parent corporation. I.R.C. §141(d)(1). It should be 
noted that the consolidated return provisions contemplate cross ownership, for the stock 
requirements are met if the ownership is in “one or more of the other includible corpora- 
tions... .” Ibid. As pointed out in the text, the limitations of section 130A do not per- 
mit the pooling of corporate holdings to make up the required percentage for the purpose 
of establishing the defined relationships. 

68 T.R.C. §141(d). 

89 “Control” is defined for the purposes of section 112 of the Internal Revenue Code 
as meaning “the ownership of stock possessing at least 80 per centum of the total com- 
bined voting power of all classes of stock entitled to vote and at least 80 per centum 
of the total number of shares of all other classes of stock of the corporation.” I.R.C. 
§112(h). The definition of “reorganization” also refers to “voting stock.” I.R.C. 
§112(g). Section 129 of the Internal Revenue Code, relating to acquisitions of corpora- 
tions or corporate property to avoid income or excess profits tax, also uses the concept 
of voting power. “Control” under that section “means the ownership of stock possessing 
at least 50 per centum of the total combined voting power of all classes of stock entitled 
to vote or at least 50 per centum of the total value of shares of all classes of stock of 
the corporation.” I.R.C. §129(a). 

70 Vermont Hydro-Electric Corp., 29 B.T.A. 1006 (1934). 

71In Wurlitzer Co. v. Comm’r, 81 F.2d 971 (6th Cir. 1936), cert. denied, 298 U.S. 
676 (1936), the constitutional right of all stockholders of an Illinois corporation to vote 
for directors was held to make the preferred stock of an Illinois corporation voting stock 
for affiliation purposes, although the stock was issued under a provision that it should 
have no voting power except upon default in dividends. In I.T. 3896, 1948-1 Cum. BuLL. 
72, preferred stock which, voting as a class, had the right to elect one out of seven direc 
tors was ruled to be “voting stock” within the meaning of section 141(d). In determin- 
ing qualification for affiliation the Board, in Anderson-Clayton Securities Corp., 35 
B.T.A. 795 (1937), placed great emphasis on the number of votes carried by each class of 
stock rather than on the number of shares. The case of Pioneer Parachute Co. v. Comm’r, 
162 F.2d 249 (2d Cir. 1947), presented the issue of whether preferred stock was non- 
voting and limited and preferred as to dividends for affiliation purposes where the stock 
was issued in exchange for common stock and could be converted into common stock at 
any time and was entitled to two-thirds the dividends paid to common stockholders. The 
Court held that the stock was not non-voting stock limited and preferred as to dividends. 

2 TER.C. §130A (d) (2) and (3). 
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Market Value Test. One of the most important provisions of the new 
statute is the requirement that for qualification as a restricted stock option, | 
the option price at the time the option is granted, must be “at least , 
85 per centum of the fair market value at such time of the stock subject 
to the option.” ** The reason for permitting any spread is the difficulty 
of determining market values in unlisted stocks."* Although the spread 
is permissible in applying the qualification requirements, if the option: 
price is less than 95 per cent of the fair market value, all or part of the 
spread may be taxed at ordinary income tax rates on disposition of the) 
stock or on death of the employee.” 

The vital date is the time of the grant of the option which, conceivably, 
may not be an easily determinable date. Assume, for example, that an 
employment contract provides for an option on stock of the employer at/ 
a price slightly exceeding the then market value of the stock. The contract} 
has been approved by the board of directors of the employer, but as the 
corporation does not have stock available to meet the option requirements, 
the contract with the employee provides that the obligation of the employer 
to deliver stock is subject to securing authorization of stockholders for 
an increase in the number of shares. By the time of the stockholders’ 
action the option price is only 80 per cent of the market value. Is the’ 
option disqualified for treatment as a restricted stock option? A similar 
problem might arise if the option must be approved by a public body or 
commission. Should the rule be that the option is not to be regarded as 
granted until it is an option binding on the grantor? It is difficult to 
forecast the answer to these questions. Perhaps a hard and fast rule’ 
cannot be laid down. Thus, an option revocable by the grantor at any 
time would appear on first thought to be no option at the time of original 
grant. Assume, however, that at the time of original grant the market 
value test is met and that the employee enters into the employment rela- 
tionship partly in reliance on the option and performs his services. In 
such a case the purpose of the statute has been served and there is a strong 





: 
argument in favor of giving him the benefit of the market value at the 
time of the original grant.” t 

1 

78 LR.C. §130A(d) (1) (A). 

74 “Ordinarily when an option is used as an incentive device, the option price approxi: . 
mates the fair market value of the stock at the time the option is granted. However! f 
many stocks are not listed on exchanges and therefore the fair market value is difficul!? 
to determine. Hence, your committee’s bill requires that to qualify as a ‘restricted stoc! le 
option’ the option price at the time of issuance must be 85 percent or more of the fai’ d 
market value of the stock.” Sen. Rep. No. 2375, 81st Cong., 2d Sess. 60 (1950). te 

7 T.R.C. §130A(b). See H.R. Rep. No. 3124, 81st Cong., 2d Sess. 30 (1950) ani ‘ 
infra p. 196, for further discussion of this provision. th 


76 In setting up options it would surely be unwise to run a risk that the time of gras 
2 
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The determination of the fair market value of the stock may prove 
troublesome in many cases. If the stock is actively traded on an exchange 
or has a regular market, the problem should not be too difficult. Even 
here, however, there may be room for dispute. It would not be surprising 
if some options were written at 85 to 95 per cent of quoted market price, 
and in this case ordinary income tax will surely be claimed if the value of 
the stock at the time of disposition or death exceeds the quoted price at 
the time the option was granted.’ To avoid the impact of such a tax, 
the employee may claim that the fair market value was less than the 
quoted price and that the option price was at least 95 per cent of the fair 
market value. The blockage theory may be invoked if the number of 
shares optioned was substantial in comparison with the number of shares 
ordinarily sold on the market. Some support can be found for the applica- 
tion of the so-called blockage rule in such a case,” but it is questionable 
how much reliance can be placed on the theory.” 

It is to be anticipated that the principal area for dispute on market 
value will lie in options on unlisted stocks, particularly if there have been 
no recent sales. If, however, in entering into an option arrangement, the 
employer and employee try in good faith to establish the fair market 
value and relate the option price to such value, the Commissioner should 
be slow to take the position that the fair market value test of the statute 
was not met. Certainly it would be wise for the employer and employee 
to build a good record of their attempt to fix fair market value, and caution 
might indicate in many, if not most, cases that the option price be approx- 
imately as high as the value so fixed.® It is unlikely that the Commissioner 
will give a ruling on value prior to exercise of an option. 


may be postponed through a condition or other provision in the agreement. The regula- 
tions may help to clarify the Treasury’s position. 

™7 T.R.C. §130A (b). 

78 In I.T. 3795, 1946-1 Cum. Butw. 15, one of the limitations imposed by the Commis- 
sioner in passing a pre-February 26, 1945 employee stock option as non-compensatory, 
was that “at the time such option was granted there was [not] a substantial difference 
between the fair market value of the stock and the option price. . . .” With respect to 
this limitation the ruling states: “For purposes of the preceding paragraph, in determin- 
ing what constitutes a substantial difference between the fair market value of the stock 
and the option price in any particular case, consideration will be given, among other 
things, to the number of shares subject to the option, to the previous variations in fair 
market value of the stock, and to the type of business and history of the employer cor- 
poration and its affiliates.” 1946-1 Cum. Butt. 15, 17. 

79 The blockage theory has had its greatest use in the estate and gift tax fields. A 
leading case on the subject is Helvering v. Maytag, 125 F.2d 55 (8th Cir. 1942), cert. 
denied, 316 U.S. 689 (1942). It is possible, in the case of a “thin” market in the stock as 
to which the employee option is granted, that the Commissioner might contend that a 
market quotation was not a reflection of fair market value and that a higher figure was 
the true value. 

80 If for no other reason, the fixing of the option price at the estimated value will have 
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Non-transferability of Option. An option cannot qualify as a restricted 
stock option unless the option “by its terms is not transferable by such 
individual otherwise than by will or the laws of descent and distribution, 
and is exercisable, during his lifetime, only by him.” * This limitation 
is a reasonable one and eliminates the possibility that the employee will 
make a profit by a sale of his option; in order for him to benefit from 
the option he must invest in the stock. The provision contemplates, how- 
ever, that the option may pass by will or the laws of descent, and the 
limitation on transferability is a limitation on the individual and not on 
a person who takes it by the will or by the laws of descent and distribu- 
tion.** The option can thus provide for transferability after the death of 
the individual. It can, of course, also provide for its exercise, after the 
death of the individual, by anyone. The fact that the option will not 
cease to be a “restricted stock option” if it permits transferability and 
exercise after death of the individual, does not mean that the statute 
accords special treatment to a transfer or exercise after death; in fact, 
there is no provision with respect to such a transfer or exercise, and this 
is again one of the uncovered transactions, discussion of which is deferred. 

Limitation on Employee's Stock Interest. The final limitation is that 
the individual “at the time the option is granted, does not own stock 
possessing more than 10 per centum of the total combined voting power 
of all classes of stock of the employer corporation or of its parent or 
subsidiary corporation.” ** The limitation relates only to the time of the 
grant of the stock option and it is not violated if the individual owns, 
after exercise, stock possessing more than 10 per cent of the voting 
power of all classes of stock. The limitation similarly would not interfere 
with the acquisition of stock after grant, but before exercise, of the 
option.** There is no limit on the employee’s interest in stock which has 


the advantage of still leaving some room for an adverse adjustment if the valuation is 
disputed. 

81T.R.C. §130A(d) (1) (B). 

82 The limitation of the statute is stated somewhat too broadly in the report of the 
Senate Finance Committee: “ ‘Restricted stock options’ cannot be transferable except by 
will or by operation of the laws of intestate succession.” Sen. Rep. No. 2375, 81st Cong., 
2d Sess. 60 (1950). Substantially the same statement appears in Summary of H.R. 8920, 
“The Revenue Act of 1950,’ as Agreed to by the Conferees, 21 (1950), prepared by the 
Staff of the Joint Committee on Internal Revenue Taxation. 

83 T.R.C. §130A (d) (1) (C). 

84 There would seem to be nothing inconsistent with the statute in an employee hold- 
ing two separate and unconnected options, either of which, if exercised, would bring the 
employee’s holdings above the statutory limitation. This view is fortified by the absence, 
in the constructive ownership provisions subsequently discussed, of a provision similar 
to that in the personal holding company law that if a person has an option to acquire 
stock, such stock shall be considered as owned by such person. I.R.C. §503(a) (3). 
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no voting power.** The limitation relates to stock of “the employer 
corporation or its parent or subsidiary corporation.” This is the language 
used to describe the corporation which may grant a restricted stock option 
and with respect to the stock of which such an option may be granted.** 
It seems clear, however, that the stock ownership limitation is sufficiently 
broad to apply to the stock of any of the corporations in the designated 
category, irrespective of the identity of the grantor of the option or of 
the corporation with respect to the stock of which the option is granted. 

A very important feature of this limitation is the use of constructive 
ownership rules in determining the extent of the stock ownership of the 
employee. The statute provides : 


(i) such individual shall be considered as owning the stock owned, directly 
or indirectly, by or for his brothers and sisters (whether by the whole or half 
blood), spouse, ancestors, and lineal descendants ; and 

(ii) stock owned, directly or indirectly, by or for a corporation, partnership, 
estate, or trust, shall be considered as being owned proportionately by or for 
its shareholders, partners, or beneficiaries.** 


These provisions are taken from the constructive ownership provisions 
of the personal holding company law,* the foreign personal holding 
company law,** and the subsection disallowing losses on sales of property 
between related interests.*° 

One difference between the constructive ownership provisions in sectiqn 
130A and those in the other sections is that in the former there is no 
statement as to whether there is a construction on a construction. To 
illustrate : assume that the employee's brother owns all the stock of a cor- 
poration which, in turn, owns some of the voting stock of the employer 
corporation, and that the wife of this brother owns directly some voting 
stock of the employer corporation. For purposes of applying the 10 per 
cent rule, is the employee deemed to own the stock owned by his brother’s 
corporation and by his brother’s wife? Under the rule in the personal 
holding company provisions, the employee would be deemed to own the 
shares of the employer owned by his brother’s corporation, but not the 
shares owned by his brother’s wife.” 


85 For discussion of “voting power,” see supra p. 180. 

867. R.C. §130A(d) (1). 

87 .R.C §130A(d) (1) (C). 

88].R.C. §503(a). The theory of constructive ownership appeared substantially in its 
present form in the first personal holding company law. Revenue Act of 1934, Sec. 351. 
The concept was apparently derived from the tax law of the United Kingdom. Fin. Act. 
1922, s. 21. 

89 L.R.C. §333(a). 

90 T.R.C. §24(b) (2). 

91T.R.C. §503(a) (1), (2) and (5). The same result would follow under the foreign 
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It is believed that the same conclusion should be reached under 
section 130A(d)(1)(c). Paragraph (i) attributes to “such individual” 
stock owned by specified members of his family. There is nothing to 
suggest, except possibly the phrase “directly or indirectly,” that there 
should be attributed to the employee stock owned directly by some member 
of the family who is not within the list of persons described in para- 
graph (i). To extend “directly or indirectly” to reach such stock seems 
unwarranted. “Directly or indirectly” is meaningful if we consider that 
it covers an attribution to a described member of the family (and there- 
fore to the employee) of stock deemed to be owned by such member of 
the family through application of paragraph (ii), by reason, for example, 
of his interest in a corporation. This interpretation is supported by 
the form of the two paragraphs: paragraph (i) relates to the attributing 
of stock to “such individual” ; paragraph (ii) is general in terms and lays 
down rules applicable to all persons. 

The subject of constructive ownership under such provisions is a com- 
plicated one and any number of difficult relationships can be imagined, 
but enough has been said to indicate that indirect ownership must be 
carefully explored if there is any possibility of an application of the 
provisions.*” 


Limitations on Restricted Stock Options 


Qualification of an employee stock option as a “restricted stock option” 
does not automatically result in ‘certain statutory treatment. There are 
important other limitations to be met before the statutory no compensa- 
tion—no corporate deduction rule will apply. One limitation is that to 
be entitled to the benefits of the statute the restricted stock option must 
be exercised after 1949.°° Other important limitations are contained in 
the opening paragraph: 

If a share of stock is transferred to an individual pursuant to his exercise 
after 1949 of a restricted stock option, and no disposition of such share is 


personal holding company provisions (I.R.C. §333(a) (1), (2) and (5)) and the pro- 
visions relating to losses on sales to related interests (I.R.C. §24(b) (2) ). 

92 There has been surprisingly little law on the subject of constructive ownership under 
existing provisions. For a discussion of the application of the constructive ownership 
rules of the personal holding company law, see Alexander and Merry, Corporations in 
FUNDAMENTALS OF FEDERAL TAXATION 34 (ed. 1946, Practising Law Institute). It 
should be noted that in certain situations a different result might conceivably be reached 
in construing section 130A than in interpreting the personal holding company law. In 
Steuben Securities Corp., 1 T.C. 395 (1943), the Court, in holding that the income bene- 
ficiaries “owned” the shares held in trust, emphasized that the important element in the 
application of the personal holding company law is the distribution of the current year’s 
income. On the other hand, the 10 per cent rule in section 130A seems directed more 
at the element of voting power. 

93 T.R.C. §130A (a). As previously pointed out, an option granted before 1949 but after 
February 26, 1945, may qualify as a restricted stock option. I.R.C. §130A(d) (1). 
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made by him within two years from the date of the granting of the option nor 
within six months after the transfer of such share to him—{then follow the 
rules |. 


“Disposition” Within the Meaning of the Limitation. “The term ‘dis- 
position’ includes a sale, exchange, gift, or any transfer of legal title” 
but does not include certain specified transactions.** The general rulc 
is that the term “includes” is not to be deemed exclusionary.** It may 
be doubtful then, that mere postponement of the transfer of legal title 
will necessarily deprive a transaction of its character as a “disposition.” 
It would be dangerous to assume for example that an employee who 
exercised his restricted stock option and immediately entered into a binding 
contract for the sale of his stock with payment, delivery, and transfer 
of formal legal title postponed for six months had not made a disposition 
of his stock within six months of exercise.** In determining whether the 
employee has made a disposition of a share of stock acquired on the 
exercise of the option rather than of a share of stock acquired by other 
means, it would seem that the usual rules of identification should be 
applied. 

In treating gifts of the stock as a disposition, Congress has eliminated 
a possible loophole. It is important to bear constantly in mind, however, 
that Congress has not specified the tax results flowing from a disposition 
within the proscribed period or from any other employee stock option 
transaction which is not within the express statutory confines. 

“Disposition” Does Not Include a Transfer by Death. There is ex- 
cluded from the definition of disposition “‘a transfer from a decedent to 
his estate or a transfer by bequest or inheritance.” °’ This can be a very 


94T.R.C. §130A(d) (4). 

95 “The terms ‘includes’ and ‘including’ when used in a definition contained in this title 
shall not be deemed to exclude other things otherwise within the meaning of the term 
defined.” I.R.C. §3797(b). 

96 The types of transactions which may give rise to problems as to disposition certainly 
cannot be fully anticipated. One type that might be mentioned would be the use by the 
employee of option arrangements in connection with financing his purchase of the stock. 
Thus, as part consideration for the loan of funds, a lender might insist on an option on 
part of the stock acquired on exercise of the option. If the lender exercised his option, 
would there be a “disposition” as of the date when the employee granted the option? It 
would seem that the answer should be in the negative. Suppose, however, to protect 
himself against a drop in the market the employee secured an option to sell or “put” some 
or all of the stock. If the employee exercised the put, would the “disposition” date back 
to the time the right to put was acquired? The answer to this question may not be so 
important as it might be if section 211 of the Revenue Act of 1950 had not been adopted. 
Under this amendment to section 117 of the Internal Revenue Code, if the employee 
obtained the put within six months after the date he acquired his stock or the stock was 
acquired after the put, any gain upon the exercise of the put would be a short-term gain, 
irrespective of the length of time elapsed before exercise of the put. 

97 .R.C. §130A (d) (4) (A). 
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important exception in a particular case. As such a transfer is not a 
disposition by the individual and the time limitation on disposition of 
the stock acquired on exercise of the option is only a limitation on the 
individual to whom the option was granted, the decedent’s estate, legatee, 
or distributee may sell the stock within the two-year or six-months’ period 
without any loss of statutory benefits.** 

“Disposition” Does Not Include Certain Tax-Free Exchanges. The 
term “disposition” does not include “an exchange which is within the 
provisions of section 112(b) (2) or (3). * This provision must be read 
in conjunction with the allied subsection, which provides that if the stock 
acquired by an individual on his exercise of the option is exchanged for 
stock or securities in an exchange within section 112(b) (2) or (3), or if 
new stock, as described in section 113(a) (19), is acquired on a distribu- 
tion with respect to such stock, the stock or securities and new stock so 
acquired shall be considered as having been transferred to him upon his 
exercise of such option.**° The effect of these provisions is to treat stock 
or securities received on tax-free exchanges under section 112(b) (2) 
or (3), or new stock (including stock rights) of a nature not taxable 
as income under the Sixteenth Amendment, as acquiring the same status 
for the stock option provisions as the stock exchanged or with respect 
to which the new stock was distributed.*” 

Although subsections (b) (2) and (3) of section 112 cover many tax- 
free exchanges, they do not cover all of them. The omission of section 
112(b) (5) means that a transfer of the stock to a controlled corporation 


98 To illustrate: An employee exercises a restricted stock option one year after its 
grant and dies three months later. The estate could sell the stock immediately without 
impairing the operation of the benefits of the statute, although the employee, if he had 
lived, would have lost the benefits of the statute if he had not held the stock for an addi- 
tional nine months. Death of an individual holding stock acquired by him on exercise of 
a restricted stock option which was granted when the option price was less than 95 per 
cent of fair market value, may result in bringing about liability for income tax at ordi- 
nary rates on part of the value of the stock. I.R.C. §130A(b) and infra p. 196. 

99 T.R.C. §130A (d) (4) (B). 

100 T.R.C. §130A(c). This subsection also provides that a “similar rule shall be applied 
in the case of a series of such exchanges or acquisitions.” 

101 Under the statute it would seem clear that for the purpose of the holding require- 
ment of section 130A(a) there is a tacking of the period for which the exchanged stock 
was held. An interesting point might arise if the “new stock” distributed was stock rights. 
Assume that an individual exercises a restricted stock option one year after its grant. 
Shortly thereafter non-taxable rights are issued with respect to the stock. If the indi- 
vidual does not have available funds to exercise the rights and sells the rights, he has 
made a “disposition” within the proscribed two-year period. If he exercises the rights 
and acquires additional stock, how much, if any, of the stock so acquired is regarded as 
having been transferred to him upon exercise of the restricted stock option? It certainly 
would seem extreme to consider, at the most, that more than a proportionate part of each 
share was transferred to him on such exercise. 
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will normally be a “disposition.” If an exchange of the stock would be 
under section 112(b)(2) or (3) except for the receipt of “other prop- 
erty,” it would seem that a “disposition” would be involved.’ The statute 
does not cover a tax-free exchange under Supplement R, relating to ex- 
changes and distributions, in obedience to orders of the Securities and 
Exchange Commission under section 11(b) of the Public Utility Holding 
Company Act of 1935.7 

“Disposition” Does Not Include Pledge. Under the statute “a mere 
pledge or hypothecation” is not within the term “disposition.” ?* This 
is an important exception, as it means that the employee may borrow 
part or all of the funds to purchase the stock and pledge the stock to 
secure repayment of the loan. There is no exclusion from the term “dis- 
position” of a foreclosure sale, so that if the employee fails to meet an 
obligation for which the stock is pledged and the lender sells or takes 
over the stock to satisfy the obligation, it would seem that there has been 
a “disposition” within the meaning of the statute.*°’ Perhaps the statute 
should have excluded a bona fide foreclosure of a pledge or hypothecation, 
but in view of the relatively short time that the employee is restricted in 
a disposition, the omission does not seem too important. 

The exclusion is of a “mere” pledge or hypothecation. It would not 
seem to follow from the use of this restrictive word that a pledge, com- 
bined with another arrangement which would not be considered a “dis- 
position” if standing alone, would be converted into a disposition. Thus, 
assuming that a grant by the employee of an option on the stock acquired 
does not constitute a “disposition,” the combination of a pledge of the 
stock with an option to the lender to purchase part of the stock at a price 
below the market should not be a “disposition” of any of the stock. The 
word “mere” emphasizes the point, it is believed, that the exclusion from 


102In such a case the exchange technically is not treated under section 112(b)(2) or 
(3) but under section 112(c) or (e), depending upon whether there was gain or loss 
on the exchange. 

103 This omission could be particularly important if the stock acquired on exercise of 
the restricted stock option were stock of a company subject to the orders of the Securi- 
ties and Exchange Commission under section 11(b) of the Public Utility Holding Com- 
pany Act in view of the Commission’s activity in breaking up the utility systems. Further- 
more, if the tax-free exchange provisions of both Supplement R and section 112 of the 
Internal Revenue Code would be applicable, Supplement R, and not section 112, applies. 
I.R.C. §371(g). 

1047. R.C. §130A (d) (4) (C). 

105 It might be argued that although there is a disposition, the only disposition which 
is objectionable under the statute is a disposition by the employee, and that the fore- 
closure is involuntary as to him. The employee is the person who sets up the pledge and 
creates the situation resulting in the ultimate foreclosure, and in the light of the statutory 
language, it is probable that he would be regarded as the person responsible for the 
disposition. 
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“disposition” does not extend to a foreclosure of the pledge, or hypotheca- 
tion, or other transaction whereby the obligation is satisfied in whole or in 
part by delivery of the stock. 

Time of “Transfer” to Employee. The limitation on disposition is 
twofold: “two years from the date of the granting of the option” and 
“six months after the transfer of such share to him.” *°° Under this 
limitation, the minimum period following which a permitted disposition 
may take place, is two years from the date of the granting of the option 
provided the stock has been transferred to him at least six months before 
the disposition. 

It is possible that some corporations will try to work out a combined 
employee stock option and deferred purchase plan. In such event, one 
of the questions which may arise is determination of the date of transfer 
of the stock. If, on exercise of the option, the employee has title to the 
stock and the employer’s retained interest is merely to secure payment of 
an unconditional obligation on the part of the employee, there would 
seem to be no sound reason to consider that the “transfer” of the stock 
is deferred until completion of payment of the obligation. Although 
other transactions short of this situation ultimately may pass the test, 
the less the financial stake of the employee in the stock, the greater would 
seem to be the risk. In view of the technical problems which such 
plans may raise under the stock option provisions, it may be advisable in 
some stock purchase plans to avoid completely the application of these 
provisions.*”* 

Necessity of Employment Relationship at Time of Exercise. Although 
an option is a restricted stock option and all other requirements are met, 
the statutory treatment is not accorded the transaction unless “(A) the 
individual, at the time he exercises the restricted stock option, is an 
employee of the corporation granting such option or of a parent or sub- 
sidiary corporation of such corporation, or (B) the option is exercised 
by him within three months after the date he ceases to be an employee 


106 T. R.C. §130A(a). 

107 Employee stock purchase plans often contain such special provisions as a privilege 
in the employee to turn back the stock at the purchase price if he leaves the employ, or a 
privilege of terminating the purchase arrangement at any time by turning back the stock 
at the purchase price. A variety of plans have been used to minimize the financial risk 
of the employee. 

108 Not only may the “transfer” problem be raised by such plans but also the funda- 
mental problem whether the option is “exercised” prior to the taking by the employee of 
a true financial risk in the stock. In this connection see Special Ruling, 474 CCH 98637, 
relating to the United Airlines, Inc. stock purchase plan, and supra note 39. There is, 
of course, the possibility that section 130A will be read as a gloss on any employee stock 
purchase plan, no matter how skillfully it may be devised to avoid such a result. 
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99 109 


of any of such corporations. These restrictions are intended, of 


course, to emphasize the incentive side of restricted stock options, for 
once the employment has terminated the option can no longer serve as 
an incentive. The three-months’ period after termination permits a short 
period for an employee to derive the benefits of the statute, and seems 
only reasonable in view of the possibility of a sudden discharge which 
may or may not be for cause.**® 

One point not entirely clear under the statute is the effect of interruption 
of employment. Assume that an employee, who holds a restricted stock 
option, exercisable within five years, enters government service where he 
remains for two years, and then returns to his former employment. Is 
a subsequent exercise during the new employment within the statute? To 
hold otherwise could be supported only on the theory that clause (B) is 
the sole operative clause if employment is terminated at any time. Such 
a narrow construction does not seem required, and a better view would 
be that in the suggested case the exercise is within clause (A).'™* AIl- 
though the terminology of the statute is not so precise as it might be, the 
requirement of employment under clause (A) is met, even though there 
is a shifting between corporations, as long as the employee remains em- 
ployed by “the corporation granting such option or of a parent or sub- 
sidiary corporation of such corporation.” 7”? 


109 T.R.C. §130A (a). It should be noted that the use of “parent or subsidiary” corpora- 
tion to describe the employer corporation is not in accordance with the statutory defini- 
tions which expressly exclude the employer corporation from the terms “parent corpora- 
tion” and “subsidiary corporation.” I.R.C. §130A(d)(2) and (3). The meaning seems 
clear, however. 

110 The stock option provisions of the Revenue Revision Bill of 1948 were consider- 
ably more stringent. Under them a restricted stock option would have had to provide that 
it was exercisable only if the employee was “an employee of the employer corporation at 
the time of exercise.” H.R. 6712, 80th Cong., 2d Sess. §137 (1948). An argument might 
be made for an even longer period than the three months, but this is largely a matter of 
judgment and three months, on the whole, seems reasonable. A stronger argument can 
be made that the statutory treatment should be extended to exercise of options by the 
employee’s estate or legatee. 

111 [t may be contended that such a construction opens the door for a principal execu- 
tive to continue to hold a restricted stock option after retirement and then to be reinstated 
for a short period during which he exercises the option under the statute. It is doubtful 
that such an obvious ruse would be sustained. 

112 The Senate Finance Committee states: “Section 130A(a) contains a rule that the 
provisions of section 130A do not apply in any case where the holder of the option does 
not exercise it within 3 months after leaving the employment of the employer corpora- 
tion, a parent or subsidiary. This rule does not, of course, mean that the employee may 
not shift employment from, for example, the original employer corporation to a parent 
or subsidiary corporation.” Sen. Rep. No. 2375, 81st Cong., 2d Sess. 98 (1950). This 
interpretation also seems to support the interpretation suggested in the text that an inter- 
ruption of employment does not foreclose the use of clause (A) if employment is resumed. 
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Modification, Extension, or Renewal of Option 


The modification, extension, or renewal of an option is considered the 
I 

granting of a new option.”* In case of modification, extension, or re- 

newal, the fair market value of the stock at the time of granting of the 


option is the fair market value of such stock “(A) . . . on the date of 
the original granting of the option, (B) . . . on the date of the making 
of such modification, extension, or renewal, or (C) . . . at the time of 


the making of any intervening modification, extension, or renewal, which- 
ever is the highest.” *** 

There is no definition of “modification, extension, or renewal.” The 
use of the words “extension” and “renewal” surely indicates that if the 
expiration date of an option is extended there is a new option. Suppose, 
however, the expiration date of a restricted stock option is advanced. Has 
there been a “modification” and if the fair market value test as of the 
date of the change is not met, would the option lose its character of a 
restricted stock option? Such an interpretation seems harsh. The basic 
theory of the statute is to permit incentive options, and the various re- 
strictions are directed toward protecting against the grant of options on 
terms so favorable to employees that they may be used simply as an easy 
means of converting compensation into capital gains. Any change in a 
restricted stock option which cannot improve the employee’s position 
should not be a “modification” requiring a revision of the option price.**® 
The language of the provision is broad, however, and may be construed 
to apply to all changes whether beneficial or adverse to the employee's 
interests. 

The chief obstacle to a modification frequently will be the required 
use of the highest of the fair market value of the stock at the date of 
the original grant of the option, the date of the modification, and the 
time of any intervening modification. It is easy to understand the use 
of the value at the latest modification date.**® But the reason for the use 
of values at the earlier dates as ceilings is not so clear. It may have been 
felt that if the market value was lower at the time of modification than 
at the time of the granting of the option, the parties might as readily 


1137. R.C. §130A(e). 

1147. R.C. §130A (e) (2). 

115 Tt is not suggested that a change which would convert a non-restricted stock option 
into a restricted stock option should not be brought under the modification rules even 
though the amendment may limit rights which the employee had. Thus, an amendment 
to an option agreement to make the option non-transferable, so that it could be qualified 
as a restricted stock option, should bring the modification rules into operation. 

116 Any other rule would allow a non-restricted stock option to be converted at any 
time into a restricted stock option without any change in option price, if the 85 per cent 
test was originally met, irrespective of an increase in market value during the period. 
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write a new option as modify the old. This view is sound in so far as 
section 130A is concerned,** but there may be situations where for corpo- 
rate reasons it is feasible to modify an existing option but not to grant a 
new one."** The rule that market value at the time of the original grant 
should be used seems harsh in such a case. To illustrate: in 1949 an 
employee stock option was granted to purchase stock at 80 when the 
market was 100. Under the new statute the option qualifies as a restricted 
stock option except for the excessive market value and for a provision 
allowing a transfer of the option to a member of the employee’s family. 
It is desired to convert the option into a restricted stock option but the 
market has dropped to 80. Not only will it be necessary to make the 
option non-transferable, but the option price must be increased to 85, five 
points above the market, at a time when a new option could be written 
as a restricted stock option with an option price of 68. For all other 
purposes of section 130A, a modification results in a new option and it 
would have seemed reasonable to apply the same rule to market value. 

The statute appears to contemplate the possibility of modification of 
the option as to part of the shares subject to the option and not as to 
the balance. The operative provisions, subsections (a) and (b), refer 
in each instance to “a share of stock” so that if the provisions of the 
option dealing with a particular share satisfy the statutory requirements, 
it is immaterial that these requirements are not met with respect to other ° 
“° It would follow, for example, that a partially exercised stock 
option could be modified to meet the statutory provisions. 


shares. 


117 As the modified option is a “new option,” all time and other limitations of section 
130A must be read as of the date of modification rather than as of the date of the original 
granting of the option. 

118 Shareholders’ approval might have been secured for the original grant and there 
might be authority given to the board of directors to modify the option but insufficient 
authority to write a new option. Most changes necessary to bring an option into the 
restricted stock option class will probably not be adverse to the interests of the corpora- 
tion, however, and frequently should present little difficulty from the standpoint of cor- 
porate procedure. The foregoing discussion assumes that if the parties agree, they can 
enter into a new option and that the Commissioner will not be able to sustain a contention 
that there has been merely a “modification” of the old option. It is believed that this 
assumption is sound although the point may not be entirely free of doubt. 

119 The Senate version of H.R. 8920 related to “stock” rather than to “a share of 
stock” and the change to the final form was made in conference. The Conference Com- 
mittee said: “In order to make it clear that the special treatment provided in subsec- 
tion (a) and new subsection (b), when applicable, applies separately to each share of 
stock, subsection (a) of section 130A has been rephrased to refer to ‘a share of stock,’ 
instead of to ‘stock.’” H.R. Rep. No. 3124, 81st Cong., 2d Sess. 30 (1950). 
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RESTRICTED STOCK OPTION TREATMENT UNDER STATUTE 
General Rules 


Income Tax Position of Employee. If the option is a restricted stock 
option and the various other statutory requirements are met, then upon 
transfer of a share to the employee pursuant to his exercise of the option 
“no income shall result at the time of the transfer of such share” upon 
exercise of the option.**® The section does not say that no income shall 
result at the time of the grant of the option. It was apparently not deemed 
necessary to negative the possibility that there might be ordinary income 
at the time of such grant,** and the implications of other provisions and 
the language of the Senate Finance Committee Report make it clear that 
the grant will not result in ordinary income.’ 

The statute does not prescribe, except to a limited extent in the case 
of subsection (b) options,*** the income tax effect of the permitted dis- 
position by the employee of a share of stock acquired by him on exercise 
of a restricted stock option. There can be little question, however, that, 
except in the case of subsection (b) options, the basis of the share to 
the employee, for computing gain or loss on disposition, will be the price 
he paid for the stock, the option price, and that on a sale of the share 
he will have capital gain or loss measured by the difference between the 
sales price and the option price.*** The usual basis rules would follow 


120]. R.C. §130A(a) (1). 

121 Jt will be recalled that the Sabine Court in the Smith case suggested that there 
might be cases where there was compensation at the time of grant of the option. Supra 
p. 172. 

122 Tf any restricted stock option could result in ordinary income at the time of grant, 
it would seem to be one where the option price bore the minimum allowable percentage 
of the market value at the time of grant. Yet low percentage options, 85 to 95 per cent, 
are treated by subsection (b) as resulting in ordinary income, under specified conditions, 
at the time of disposition of the stock, a treatment irreconcilable with ordinary income 
tax treatment at the time of the grant. Aside from this specific point, the whole tenor of 
the section is contrary to the construction that the employee has ordinary income in con- 
nection with the option, except, of course, under subsection (b). The Senate Finance 
Committee flatly stated that “no tax will be imposed at the time of exercise of a ‘re- 
stricted stock option’ or at the time the option is granted... .” Sen. Rep. No. 2375, 
8lst Cong., 2d Sess. 60 (1950). 

123 Options described in subsection (b) are restricted stock options with respect to 
which all the detailed requirements of subsection (a) have been met, but the option price 
at the time of the grant was less than 95 per cent of the fair market value of the stock. 
The special treatment of these options which, for purposes of convenience, are sometimes 
referred to in the text as “subsection (b) options,” is discussed subsequently. 

124 This view is again supported by an analysis of subsection (b), which provides, in 
the case of a subsection (b) option, that in case of disposition of the stock by the indi- 
vidual, basis is increased by an amount equal to the amount required by subsection (b) 
to be included in gross income as compensation. In the examples given by the Confer- 
ence Committee, capital gain or loss is measured by comparing sales price of stock with 
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in the case of a gift or death, excepting again subsection (b) options.?* 

Income Tax Position of Corporation. The section provides that “no 
deduction under section 23(a) shall be allowable at any time to the em- 
ployer corporation . . . or its parent or subsidiary corporation with re- 
spect to the share” transferred on exercise of the restricted stock option 
if the statutory conditions are met.’** Section 23(a) is, of course, the 
provision which allows, among other deductions, business expenses in- 
cluding “a reasonable allowance for salaries or other compensation for 
personal services actually rendered.” The denial of the deduction is com- 
plete and is applicable even though the employee has some compensatory 
income from the disposition of the stock as a result of subsection (b).'” 

This denial of deduction under section 23(a) would not seem to affect 
the problem of gain or loss by the grantor of the option on the sale 
pursuant to exercise of the restricted stock option. Thus, suppose an 
option by the employer corporation on stock of a subsidiary corporation 
is exercised and the price received is less than the cost of the stock to the 
employer. The difference should be an allowable loss.*** If the stock 
sold on exercise of the option were newly issued stock of the selling corpo- 


option price, plus the amount includible in gross income under subsection (b). H.R. Rep. 
No. 3124, 81st Cong., 2d Sess. 30 (1950), Examples (1) and (2). See also Sen. REp. 
No. 2375, 81st Cong., 2d Sess. 60 (1950) and Summary of H.R. 8920, “The Revenue Act 
of 1950,” as Agreed to by the Conferees, 20 (1950), prepared by the Staff of the Joint ~ 
Committee on Internal Revenue Taxation. 

125 In the hands of the donee, basis of the stock for the purpose of computing gain will 
be the same as in the hands of the donor, and for the purpose of computing loss the basis 
of the donor or the fair market value, whichever is lower. I.R.C. §113(a)(2). See 
H.R. Rep. No. 3124, 81st Cong., 2d Sess. 31 (1950), Examples (3) and (4). In the 
event the employee dies owning the stock, the basis provisions of section 113(a)(5) of 
the Internal Revenue Code will be applicable. [bid., Example (5). Of course, as already 
indicated and as illustrated in the Conference Committee examples, the special basis 
provision of subsection (b) will be applicable in the case of a gift of stock acquired on 
exercise of a subsection (b) option. 

1267. R.C. §130A(a) (2). 

127 The statute seems clear and unequivocal on the point and the Conference Committee 
expressly mentions it. H.R. Rep. No. 3124, 81st Cong., 2d Sess. 30 (1950). 

128°The loss doubtless would be a capital loss, limited by the provisions of section 117 
of the Internal Revenue Code. In connection with the determination of the amount of 
gain or loss, the language of section 130A(a) (3) should be noted. Under the same con- 
ditions as render paragraphs (1) and (2) applicable, paragraph (3) becomes applicable 
and under it “no amount other than the option price shall be considered as received by 
either of such corporations for the share so transferred.” The reason for this provision 
is not clear. It may have been inserted to negative the possibility that the employer cor- 
poration or the selling corporation, if it is different from the employer, might be con- 
sidered as having received services, which should be valued, as part consideration for the 
sale of the stock. In any event, under the provision there can be no doubt that in com- 
puting gain or loss on any sale of the stock the proceeds of sale will be the amount of 
the option price. 
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ration there would be, of course, no question of gain or loss.*** On the 
other hand, if the stock were treasury stock, gain or loss might be recog- 
nized if it were considered that the stock was dealt in on the same basis 
as the stock of another corporation.” 


Special Rules Relating to Subsection (b) Options 


The only difference between the statutory treatment of a subsection (b) 
option, that is, a restricted stock option where the option price at the 
date it was granted was less than 95 per cent but more than 85 per cent 
of the fair market value, and other restricted stock options, lies in the 
taxation of the spread between the market value and the option price which 
exists at the time of the granting of the option. Upon disposition by the 
employee of the stock,*** or on his death holding the stock, the spread 
is includible in the gross income of the employee as compensation, subject, 
however, to the limitation that if the spread between market value and 
option price at date of disposition or death is less than that existing at 
the time of the grant, the spread at the later date is the amount includible. 
To avoid any implication that both compensatory income and capital gain 
might be involved with respect to the same item, the basis of the stock, 
if it is a disposition rather than death that brings the provision into 
operation, is increased by the amount so includible as compensatory 
income.**? 


129 Reg. 111, Sec. 29.22(a)-15. 

130 Jbid. There have been a number of cases holding that the sale by a corporation to 
employees of treasury stock is dealing by the corporation in shares of its stock as it 
might in shares of another corporation. Comm’r y. Rollins Burdick Hunter Co., 174 F.2d 
698 (7th Cir. 1949) ; Comm’r v. Batten, Barton, Durstine & Osborn, Inc., 171 F.2d 474 
(2d Cir. 1948), cert. denied, 338 U.S. 816 (1949); United States v. Stern Brothers & 
Co., 136 F.2d 488 (8th Cir. 1943) ; Brown Shoe Co. v. Comm’r, 133 F.2d 582 (8th Cir. 
1943) ; Helvering v. Edison Brothers Stores, 133 F.2d 575 (8th Cir. 1943); M. Con- 
ley Co., 6 T.C. 250 (1946) ; Merla Tool Corp., P-H T.C. Mem. Dec. 944,245; D. N. & 
E. Walter & Co., P-H B.T.A. Mem. Dec. 942,378, and see G.C.M. 16651, XV-2 Cum. 
Butt. 130 (1936). However, if the corporation’s object in selling treasury stock to its 
employees is to readjust its capital structure, it has been held to have realized no taxable 
gain. H. W. Porter & Co., 14 T.C. 307 (1950) (appeal pending). 

181 Unless otherwise indicated in the text, a “disposition” of stock acquired on exer- 
cise of a subsection (b) option is assumed to be made under all the qualifying conditions, 
namely, the option is a restricted stock option, the employee exercises the option under 
the required conditions, and he does not dispose of the stock within two years from the 
date of the granting of the option nor within six months after the transfer of the stock 
to him. 

182 As previously pointed out, subsection (b) was added in conference between the two 
houses. The only committee discussion of the subsection is contained therefore in that 
committee’s report. H.R. Rep. No. 3124, 81st Cong., 2d Sess. 30 (1950). It is also 
briefly discussed in Summary of H.R. 8920, “The Revenue Act of 1950,” as Agreed to by 
the Conferees, 20 (1950), prepared by the Staff of the Joint Committee on Internal 
Revenue Taxation. 
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The provision is very important and puts a premium on accuracy in 
fixing value at the time the option is granted. An error can have unfor- 
tunate tax results. Assume that a restricted stock option is granted at 
95 when it is believed by both parties that the fair market value is 100. 
The employee exercises his option and three years later sells his stock 
at 110, reporting the difference between the option price and 110 as long- 
term capital gain. It is finally determined that the fair market value of 
the stock at the time of the grant of the option was 102 and, as the em- 
ployee is in the 60 per cent income tax bracket, he retains only 2.8 of the 
difference between 102 and the option price. If the option price had been 
fixed at 97, the entire gain over option price would have been taxed at 
the 25 per cent rate and the employee would have retained 75 per cent 
of the difference between 102 and the option price, or 3.75. Examples 
could be multiplied. Thus, an employee in the 80 per cent tax bracket 
would benefit by taking an option at 95, rather than 85, per cent of the 
then value. 

The statutory method of measuring the compensatory income by the 
spread existing at the date of the grant of the option or at the date of 
disposition or death, whichever is the lesser, may result, in a particular 
case, in converting into compensatory income something which the exist- 
ing regulations do not so treat. For example, a restricted stock option 
to purchase at 85 is granted when the market is 100. The market value 
drops to 90 and, because of termination of employment, an early expira- 
tion of the option, or some other sufficient reason, the employee exercises 
the option. Several years later he sells the stock at 110. Under subsection 
(b) the employee has compensatory income of 15, the spread between 
100 and 85, and long-term capital gain of 10; under the existing regula- 
tions, the employee would have had compensatory income of 5, the spread 
at the exercise date, and the balance of the gain, 20, would have been 
taxed as long-term capital gain.* The approach of the statute can be 
justified on the theory that the spread at the time of the grant of the 
option is in the nature of compensatory income, which could be taxed 
immediately, but the result seems out of line with the general purpose and 
approach of section 130A. The insertion of a further limitation that the 
amount includible in gross income as compensation shall not exceed the 
spread at the time of the transfer of the stock on exercise of the option 
would seem a proper modification. 

As any “disposition” by the employee brings subsection (b) into opera- 


tion, there can be some extraordinary results. For example, an employee 


183 The comparative results are particularly interesting in the light of the Senate 
Finance Committee’s indicated belief that the regulations go too far. Sen. Rep. No. 2375, 
81st Cong., 2d Sess. 59 (1950). 


4 
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has a restricted stock option to purchase 10,000 shares of the employer 
corporation at 184, granted when the stock was selling at 20. The em- 
ployee holds the option for three years, by which time the stock is selling 
at 25. The employee does not have the funds to buy the stock nor is he able 
to raise sufficient funds by orthodox financing. By granting a prospective 
lender an option tu purchase from him 2,000 shares at 184 he is able 
to finance the purchase and he acquires the stock on exercise of his option. 
More than six months later when the stock is selling at 30, the lender in 
turn exercises his option on the 2,000 shares at 183. Although the em- 
ployee has realized only the option price on the sale of the 2,000 shares, 
he finds himself taxed at ordinary income tax rates on $3,000, the spread 
on 2,000 shares at the time of the grant of the option. It would seem 
that, by reason of the statutory increase in basis, he would have a long- 
term capital loss of $3,000, which will be of limited tax benefit. 

The theory of taxing the employee on any disposition of the stock, 
even by gift, and on death is similar to the theory used in connection 
with installment obligations.*** As the obligation to pay the income tax 
on the amount deemed to be ordinary income accrues on death, it should 
be an allowable deduction in computing the net estate of the employee 
subject to estate tax.7** 

It is apparent that subsection (b) will present some difficult problems. 
Experience with it may indicate that it would be better to adopt the 
original approach of the Senate and fix a single standard for restricted 
stock options. 


Situations Not CovERED BY THE STATUTE 
Pre-February 26, 1945 Options 


A holder of a pre-February 26, 1945 employee stock option exercises 
it after that date but before the new Act. Is the court likely, in the 
decision of his case, to apply a stricter rule than would have been applied 
had the issue been decided prior to the new Act? Thus, assume that a 
pre-February 26, 1945 option had been exercised in 1948 and the issue 
of compensation was to be decided by the Tax Court after the 1950 Act. 
Should the Tax Court draw an inference that Congress, by specially pro- 


1847. R.C. §44(d). This subsection contains a number of complicated provisions, in- 
cluding a provision that allows taxation on transmission by death to be eliminated and 
deferment of tax until subsequent disposition or collection is effected, provided an appro- 
priate surety bond is filed. For a discussion of this provision, see Jn re Rogers’ Estate, 
143 F.2d 695 (2d Cir. 1944), cert. denied, 323 U.S. 780 (1944). 

135 Reg. 105, Sec. 81.37. For discussion of the basis of stock acquired by an employee 
on exercise of a subsection (b) option in the hands of a donee or in the hands of the estate 
of the employee or his legatee, see supra note 125. 
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viding that certain options should receive the same treatment as was 
formerly accorded any non-compensatory option, impliedly recognized 
that all other options, including those issued before February 26, 1945, 
are subject to a less favorable treatment? It is believed that no such 
construction should be adopted with respect to a pre-February 26, 1945 
option exercised before the effective date of the new law. 

Under the cases decided since the Smith case, the Geeseman and similar 
cases are still good law with respect to such options and there is nothing 
in the new legislation to cast doubt on the subject.** The amendment 
to the Treasury regulation did not apply to prior options.**” In the case 
of an option exercised after the passage of the new law, there is at least 
an opportunity to modify the option to make it a “restricted stock option,” 
but no such opportunity exists for an option previously exercised. It is 
believed, in the light of these considerations, that a court will have little 
doubt that the new law should not be construed adversely to the holder 
of a pre-February 26, 1945 employee stock option who exercised it before 
January 1, 1950, the effective date of the law, and that the rules applied 
in the Geeseman and Clark and similar cases should be applied. It is 
also believed that the same result should be reached if the exercise was 
effected in 1950 but before passage of the new law. 

The case may not be quite so clear if the exercise of the pre-February 26, 
1945 option is effected after the passage of the new law. On the whole, © 
however, in view of the prospective nature of the amendment to the 
regulation, the cases on the subject and the views of the Senate Finance 
Committee, there seems to be valid ground for anticipating that the old 
law applied in the Geeseman and similar cases will still apply in such 
a situation. It is true that in theory the option might have been modified 
to qualify it as a “restricted stock option,”’ but this theoretical opportunity 
might, in many cases, be a practical impossibility. For example, the 
employer-employee relation might so have changed that there would be no 
chance of a modification. More important, perhaps, than any other general 
consideration is that in applying the percentage limitation on the option 
price as related to market value, the lower of the market values at the 
date of the original granting of the option and at the time of its modifica- 
tion must be used. 


186 The statement of the Senate Finance Committee that it believed that the amended 
regulation goes beyond the Smith case, supports the view that with respect to the options 
issued before February 26, 1945, the Geeseman rule should apply. Sen. Rep. No. 2375, 
81st Cong., 2d Sess. 59 (1950). 

187 T.D. 5507, 1946-1 Cum. Butt. 18, amending Reg. 111, Sec. 29.22(a)-1. 
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Options Granted After February 26, 1945 but Before 1950 


Options granted after February 26, 1945 but before 1950 may be 
divided into three categories: (1) those exercised before January 1, 1950, 
the date as of which the new provision became operative; (2) those exer- 
cised during 1950 but before the passage of the Revenue Act of 1950; and 
(3) those exercised after passage of the new Act. Options falling in the 
third category are considered subsequently with options granted after the 
passage of the new Act; the following discussion relates only to options in 
the first two categories. 

In the first place, it would seem that the fact that options were taken 
after the opinion in the Smith case should have little, if any, bearing 
in most cases. A more difficult problem, however, is presented by the 
fact that these options were taken in the face of the existing regulations 
under which the rule is laid down that the employee is in the receipt of 
compensation, taxable at ordinary rates, measured by the difference be- 
tween the value of the stock at the time of the transfer of the stock to 
him on exercise of the option, and the option price, with, of course, a 
deduction allowed in an appropriate case to the. grantor of the option.** 
If the conclusions already expressed are correct, the regulations certainly 
do not properly interpret the law as developed to the present time. They 
substitute an arbitrary rule for a rule under which the facts in each 
instance should be examined to determine whether the option was com- 
pensatory in character. Furthermore, the amended regulation is substan- 
tially the same as the regulation in effect when the Geeseman and a number 
of other cases were decided applying a more flexible approach.*** The 
question on this phase of the matter really is whether the regulation would 
be sustained as an appropriate exercise of the Commissioner’s authority 
to “prescribe . . . all needful rules and regulations.” **° In this particular 


188 Reg. 111, Sec. 29.22(a)-1; LT. 3795, 1946-1 Cum. Buty. 15. As the amendment 
was not issued until 1946, some options may have been granted after February 26, 1945 
but before the change in regulations. It is doubtful that they should receive different 
treatment than options granted after the change. 

139 Although the language of the regulation in existence at the time of the Geeseman 
case was practically the same as the regulation as amended in 1946, it is, of course, clear 
that the Treasury intended to reach the stock option cases through the amended regula- 
tion, whereas it might be argued that the problem had not been so fully developed when 
the old regulation was in effect. 

140 7. R.C. §62. For a discussion of the point see Miller, Comment, The Treasury’s Pro- 
posal To Tax Employee’s Bargain Purchases: T.D. 5507, 56 Yate L. J. 706, 715 (1947). 
The amendment in the regulation is there supported on grounds which seem inadequate, 
in view of the legislative and judicial history. For discussion of the general regulations 
problem see Alvord, Treasury Regulations and the Wilshire Oil Case, 40 Cor. L. Rev. 
252 (1940) ; Eisenstein, Some Iconoclastic Reflections on Tax Administration, 58 Harv. 
L. Rev. 477, 509 (1945); Griswold, A Summary of the Regulations Problem, 54 Hanv. 
L. Rev. 398 (1941); Surrey, The Scope and Effect of Treasury Regulations under the 
Income, Estate and Gift Taxes, 88 U. or Pa. L. Rev. 556 (1940). 
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instance history would seem to be against the regulation. The amendment 
to the regulation was made in the face of contrary court opinions and 
without statutory change. Certainly the remarks of Congressional com- 
mittees offer the amended regulation little support.’ 

It is believed that the provisions of section 130A should not be given 
much weight in determining the rule applicable to options exercised before 
1950. Although a somewhat stronger argument might be made for a 
different approach if the option is exercised after the effective date of the 
new Act, January 1, 1950, but before its passage, it is believed, in the 
light of the statutory provisions and the committee comments, that the 
new Act should not have much bearing on the tax treatment of these 
options. 

Notwithstanding the considerations mentioned against application of a 
strict rule along the lines of the amended regulation, the ultimate outcome 
of the question is doubtful and the final answer may have to await clarifica- 
tion by the Supreme Court. As a practical matter, it is probable that there 
will not be a great many options falling within the two categories dis- 
cussed, as exercise of such options would have had to be made squarely 
in the face of the unfavorable regulation, knowledge of which was 
widespread. 


Other Situations 


Situations not specifically covered by section 130A, in addition to 
those just discussed, are numerous, and a mere cataloging of such of 
them as have occurred to the writer and of some of the problems they 
raise indicates how many unanswered questions section 130A may present : 

I. Employee stock option granted after February 26, 1945, but before 
passage of the Revenue Act of 1950, and exercised after the adoption 
of the new statute, but not qualifying for the special statutory treatment. 

Should the tax results be any different than if the option were granted 
after the adoption of section 130A? Although the point is not free from 
doubt, it is believed that the answer should be in the negative. 

II. Employee stock option granted after the adoption of section 130A 
but not qualifying as restricted stock option. 

What is the tax effect on (a) the employee or his estate, and (b) the 
grantor of the option: 

(1) at the time of the grant of the option if there is a spread between 
market value and option price? 

(2) at the time of the exercise of the option by the employee? 


141 H.R. Rep. No. 2087, 80th Cong., 2d Sess. 4 (1948) ; Sen. Rep. No. 2375, 81st Cong., 
2d Sess. 59 (1950). 
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(3) at the time of a sale, gift, or other voluntary disposition of the 
option ? 

(4) at the time of the exercise of the option by a donee of the employee 
or by the employee's estate ? 

(5) at the time of the death of the employee holding the option 
unexercised ? 

(6) at the time of the sale of the stock acquired on exercise of the 
option ? 

Should the answer in any case be affected by the reason for non-quali- 
fication of the option? For example, is an employee stock option which 
fails to qualify as a restricted stock option only because the employee 
owns stock possessing 11 instead of not more than 10 per cent of the 
total combined voting power of the employer corporation, to be treated 
in all respects the same as an option which fails to qualify because the 
option price is only 50 per cent of the market value at the time the option 
is granted? 

III. Restricted stock option granted after the adoption of section 130A 
but a non-qualifying transaction such as: 

(1) An exercise of the option more than three months after cessation 
of employment ; 

(2) Disposition of stock before expiration of statutory period ; or 

(3) Sale or exercise of option by estate or legatee of employee. 

What would be the tax effect on the parties at the various times men- 
tioned in subparagraphs (1) to (6) of paragraph II, to the extent these 
times are applicable? Should the answer in any case be affected by the 
reason for non-qualification? For example, in the case of non-qualifica- 
tion due to exercise more than three months after cessation of employ- 
ment, the disqualifying event occurs at the time of exercise (the con- 
ventional time for charging the employee with tax and allowing the 
employer the deduction if the option is compensatory), whereas the 
disqualifying event in the case of a premature disposition of the stock 
necessarily occurs after this conventional time and may be as much 
as almost two years later. 

It is difficult to believe that there is a single or simple solution which 
will answer all these problems and others that may arise in connection 
with situations not covered by the statute. This writer, at least, is not 
prepared to suggest any such solution. Perhaps some general conclusions 
should be attempted, however. In the first place, it seems hardly likely 
that a court will treat an employee stock option situation granted after the 
adoption of section 130A and falling outside the special statutory treat- 
ment, in the same manner as if the statute had not been adopted. Let 
us assume for the moment that the 1946 amendment to the regulations 
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went too far and that a court would still have followed the Geeseman 
and similar decisions. Subsection (b) treats the spread between market 
value at the time of the grant and the option price as the subject of 
ordinary income tax treatment upon disposition of the stock or on death 
in the case of certain restricted stock options. Is it reasonable to anticipate 
that options or transactions which are not so carefully circumscribed will 
receive better treatment? Of what real point is the careful enumeration 
of qualifying factors if an equally beneficial result can be attained by 
skillful draftsmanship which eludes some or all of these requirements ? 
The view that all Congress did was to map a certain route by which a 
certain end could be reached without intending to indicate that all other 
roads led elsewhere, is considerably weakened by such considerations.’*” 

In the light of these considerations, the views of the Supreme Court 
in the Smith case and the history of employee stock options in the courts 
and at the hands of the Treasury, what would be a sound general approach 
to non-qualifying transactions? Perhaps it would be that the grant by an 
employer or associated interest to an individual, in connection with his 
employment, of an option to purchase stock will be strongly presumed, 
and perhaps conclusively deemed, to be compensatory in nature and that 
unless the transaction is a qualified one with respect to a restricted stock 
option, the resulting value to the employee will be taxable to him as 
ordinary income and will be deductible, under the limitations of section | 
23(a) of the Internal Revenue Code, by the grantor. If the option is 
valuable at the time of grant it may be, under the dicta in the Smith case 
and the implications of subsection (b) of section 130A, that all or part 
of the compensation will be deemed to be paid at that time.*** Otherwise 
the compensation would be deemed to be paid at the time of transfer of 
stock on exercise of the option or, perhaps, in an appropriate case where 
the exercise gives an unconditional right to the stock, upon exercise of 


142 Tt is true that the Senate Finance Committee indicated that the regulation issued 
after the Smith case did not properly state the law and that if an option does not meet 
the statutory requirements it will be treated under the old law. Sen. Rep. No. 2375, 
8ist Cong., 2d Sess. 59, 60 (1950). But the statute does not make any declaration that 
no implications are to be drawn from it as to cases not falling under section 130A. Fur- 
thermore, subsection (b) was added in conference and the Conference Committee made 
no comments as to the rules to be applied in cases not falling under section 130A. H.R. 
Rep. No, 3124, 81st Cong., 2d Sess. 30 (1950). 

143 Tt will be recalled that in the Smith case the Court indicated that in an appropriate 
case the compensation might be the spread existing at the time of the grant of the option 
(supra p. 172). The implication of subsection (b) referred to in the text is the implica- 
tion arising from the taxation, upon disposition of a subsection (b) option or upon death 
of the employee, of the spread existing at the time of grant, as ordinary income. The 
limitation of such tax to the spread existing at the time of disposition or death does not, 
it is believed, minimize any implication otherwise drawn from the subsection. 








204 TAX LAW REVIEW [Vol. 6: 


144 


the option whether or not the stock is transferred at that time.*** Even 


this approach would by no means suggest a ready answer to all questions 
arising in connection with non-qualified transactions.**° 

Perhaps the most troublesome question under the new statute, because 
it may be impossible to avoid in some cases, is the result of death of an 
employee holding an unexercised restricted stock option followed by an 
exercise of the option by the estate or distributee. This is not a qualified 
transaction under section 130A. The normal rule, if the option were to 
be treated as any other property, would be to include in the gross estate 
its value at date of death,*** and use this value as the basis for determining 
gain or loss.*** If the option were exercised no income would then be 
realized, and the basis of the stock would be the value of the option at 
date of death plus the price paid for the stock. Should different rules be 
adopted by reason of the peculiar character of the option? The Treasury 
may invoke the provisions of section 126 of the Internal Revenue Code 
relating to income in respect of decedents. It is not clear, however, that 
this section would be applicable. The basic concept of section 126 is 
that the decedent, if he had not died, would have had taxable income and 
the estate or distributee merely steps into his shoes. Under section 130A 
the decedent would not have had taxable income on the exercise of the 
option if he had met the statutory requirements. If the application of 
section 126 is sustained, the sale of the option by the estate or distributee 
would result in ordinary income." 


CONCLUSIONS 


Although it seems almost fantastic that a few pages of tax law can 
present so many involved problems, it does not follow that the statute 
should be severely criticized. If the income tax law were revised to omit 
all deductions, it would probably be considerably simpler than the present 
law. A less complex statute could have been written on employee 


144 On reargument in the Smith case the Supreme Court left open the problem of the 
effect of an exercise of an option which would give an unconditional right to receive the 
stock in a later year. The Court said: “We express no opinion upon the question whether, 
in such a case, compensation would be received and would be taxable in the earlier or 
later year.” 324 U.S. 695 at 696. 

145 Non-qualified sales of stock acquired on a qualifying exercise of a restricted stock 
option are among the most difficult problems. In such a case, should there be a retroac- 
tive adjustment in the tax position of the grantor of the option and of the employee? 
Perhaps the answer may be to apply the principles of subsection (b), but there is cer- 
tainly little statutory basis and no judicial support for such treatment. 

146 For purposes of simplicity, the alternative valuation date is ignored. I.R.C. §811(j). 

147 T.R.C. §113(a) (5). 

148]. R.C. §126(a) (2) and (3). 
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stock options by simply following the 1946 regulation. Once a more 
liberal approach was decided upon, complicated provisions became in- 
evitable. Employee stock options and their ramifications are not simple.*** 
It is believed that the new law is workable and offers to corporate em- 
ployers a reasonable means for establishing employee stock option ar- 
rangements. 

In actual practice probably one of the most difficult features of the 
new law in many cases will be the determination of the date of the granting 
of the stock option for the purpose, among other things, of applying 
the market value test and ascertaining the start of the two-year period 
during which disposition of the stock results in non-qualification of the 
transaction. This subject will have to be met in the preparation of regu- 
lations under the new statute. One approach might be to take the legalistic 
view that the option is granted on the date it becomes a binding obligation 
of the grantor, applying the rules of contract law in this connection and 
distinguishing between conditions precedent and subsequent. It is to be 
hoped, however, that the regulations will not adopt such a strictly legalistic 
approach. The alternative probably would be not to lay down a hard and 
fast rule but to avoid the issue in the regulations with the thought that 
specific rulings might be issued on particular fact situations. The purpose 
of the law is to encourage employee stock options and if no definite rule 
were adopted in the regulations, it would be reasonable to anticipate a 
rather liberal approach in specific rulings.**° 

A minor objection to the new provisions is that the allowance of a 
corporate deduction may depend upon the decision of the employee to hold 
or dispose of his stock during the proscribed period.*** This statement 
assumes, of course, that the employee has compensatory income and the 


corporation has a deduction if the transaction proves to be non-qualified, 


149 To paraphrase a legal writer, those who tinker with employee stock options had 
better be lawyers rather than ribbon clerks. Leach, Powers of Appointment and the Fed- 
eral Estate Tax—A Dissent, 52 Harv. L. Rev. 961 (1939). 

150 Under the existing regulation problems have arisen as to date of grant of an em- 
ployee stock option in determining whether the option was granted before or after Febru- 
ary 26, 1945. The Commissioner of Internal Revenue has, therefore, had some admin- 
istrative experience in ruling on such problems. 

151 Another interesting point which might be noted in connection with the operation 
of the new statute is its effect on employee stock option plans which were adopted in 
the light of the existing regulation, on the theory that the corporation would have a de- 
duction for the spread between market value and option price at the time of exercise of 
the option. It is probable that some of these plans, and it is conceivable that a great 
many of them, have been established on such a basis that the stock options will qualify 
under the new statute as restricted stock options. If the transactions are qualified under 
section 130A, the corporation will be deprived of the deduction upon the basis of which 
the plan may have been established. 
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a point not free from doubt. Perhaps the most objectionable feature of 
section 130A is its failure to prescribe rules applicable to non-qualifying 
transactions, but to have attempted this would probably have meant that 
the Revenue Act of 1950 would have contained no employee stock option 
provision. In any revision of the statute a specific favorable treatment of 
restricted stock options after death of the employee would seem desirable. 
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Revision Of The Federal Corporate 
Income Tax: A Proposal 


EMANUEL STEIN 


I. light of the voluminous literature on proposals for revising the 
federal tax on corporate income, and the fate of such proposals in the 
past, a word of explanation of this proposal may be in order. Briefly, 
it is my belief that the present tax is not an especially good tax, falling 
short in several major respects of what I conceive to be desirable stand- 
ards, especially in so far as it fails to take adequately into account the 
true relation of the stockholder in the large corporation to the corporation 
and its management. Far-reaching amendment of the federal tax struc- 
ture along the lines here proposed, would result in a more equitable tax; 
more importantly, it would improve the position of the stockholder 
vis-a-vis the management. 


I 


Apart from the not inconsiderable advantages that it yields large reve- 
nues and is relatively easy to collect, the taxation of corporate incomes * 
in addition to taxation of dividends * paid out of those incomes has little © 
to recommend it. If it be viewed as being directed at the dividend re- 
cipient, it operates inequitably as among the stockholders, for the stock- 
holder whose personal income does not attain the dignity of a 42 per cent 
rate, is in effect contributing to him whose income is beyond that bracket. 
If, on the other hand, it be viewed as directed only against the corporation, 
it may properly be criticized as not being progressive, since, except for the 
modest variations in rates at the lowest levels of income,‘ the rate remains 


EMANUEL STEIN is Professor of Economics at New York University. 
The author wishes to express his indebtedness to Mr. Herbert Sall for his assistance 
in the preparation of this paper. 


17.R.C. §§13 and 15. 

2T.R.C. §§22(a) and 115. 

8 The tax on corporations having net incomes in excess of $25,000 will, during the 
calendar year 1950, amount to 42 per cent under the provisions of I.R.C. §13(b) (2) [nor- 
mal tax] and I.R.C. §15(b) (2) [surtax]. 

‘Corporations with taxable years beginning before July 1, 1950 will be subject to the 
rates which were in effect prior to the enactment of the Revenue Act of 1950. These 
rates were graduated from 21 per cent to 38 per cent, the latter applying to all corporate 
net income above $50,000. For the calendar year 1950 a flat rate of 23 per cent (25 per 
cent for taxable years thereafter) is imposed on the first $25,000 of, net income and a 
surtax of 19 per cent (20 per cent for taxable years thereafter) on income in excess of 
that amount. 
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constant regardless of the size of the income subject to the tax. More- 
over, the double taxation cannot be justified on the benefit theory, there 
being no direct, perceptible relation between benefits received by the cor- 
poration and income earned. As to the notion of a privilege tax, it may be 
remarked that the precise nature of the privilege is difficult to ascertain. If 
it consists of the act of incorporation, the privilege is typically granted by 
the state rather than the Federal Government—for the latter to tax the 
privilege, therefore, would be an act of usurpation. If the privilege is 
regarded as consisting of the right to do business interstate, why should 
not a distinction be made between those enterprises whose activities are 
substantially wholly intrastate and those far-flung enterprises that have 
the whole world as their market? Further, why should not individual 
entrepreneurships and partnerships doing an interstate business be simi- 
larly taxed for the privilege? 

By the differential treatment of interest and dividends paid out,® the 
law provides a substantial incentive to business enterprise to resort to 
debt, rather than equity, financing as far as possible. Here again the 
effect may be inequitable as among different industries and different com- 
panies. In some instances, e.g., gas and electric utilities, a very large 
portion of total capitalization is provided through bond issues. A recent 
tabulation of the 21 electric companies in the United States with operating 
revenues of over $45,000,000 shows only 2 companies with more than 
60 per cent common stock equity to total capitalization, whereas 6 had 
between 40 and 50 per cent common stock equity, 5 between 30 and 
40 per cent, 7 between 20 and 30 per cent, and 1 only 16.7 per cent. Even 
after allowances are made for preferred stock issues, debt would still be 
the preponderant fact in the capitalization of these enterprises. The 
smaller electric companies, as a general thing, have even thinner equities 
than these. In industrial enterprises, on the other hand, long-term debt 
is much less significant, for by and large the bonds of industrial companies 
are less highly regarded than those of utilities. To the extent that the 
income tax stimulates companies to debt financing, it is probably producing 
an undesirable result, as may be abundantly seen in the financial history 
of American railroads during the Thirties and in the comments of Judge 
(then Commissioner) Jerome Frank in the Consumers’ Power case." 


5 See note 4 supra. The constant rate for taxable years beginning before July 1, 1950 
was 38 per cent on corporate net income in excess of $50,000. For the calendar year 1950, 
the constant rate is 42 per cent on net income above $25,000, and for taxable years begin- 
ning after June 30, 1950, it is 45 per cent on net income in excess of $25,000. Special 
computation under I.R.C. §108(f) is necessary. 

6 Interest is deductible under I.R.C. §23(b). Dividends are not so deductible. 

76 S.E.C. 444, 470 (1939). 








-re 


jan 


ad 


950 
50, 
rin- 
cial 


1951] REVISION OF THE FEDERAL CORPORATE INCOME TAX 209 


Of the effects of the tax on the closely-held corporation, little need 
here be said. The agitation in the middle Thirties for an undistributed 
profits tax * was motivated by a desire in many quarters to compel such 
corporations to pay out their earnings so that the individual recipients 
might be reached under the individual income tax. Even in the large pub- 
licly-held corporations, it is quite likely that dividend policies are deter- 
mined with one eye on the income tax. Efforts to overcome this situation 
have scarcely had a glittering success—witness section 102.° 

If, however, the corporation were permitted a tax deduction for divi- 
dends paid out, these and similar difficulties would be surmounted. To 
the extent that dividends would be paid within the tax period, double 
taxation of corporate earnings would be avoided. We may assume that 
the dividend disbursements would be larger and the individual recipients 
would be taxed on their share at the usual progressive rates, making it 
likely that there would be no reduction in the total tax receipts. More- 
over, to overcome any possible desire of corporations to retain any large 
portion of earnings notwithstanding, it is suggested that the retained 
earnings be taxed at steeply progressive rates, making due allowances 
for modest reserves, for recoupment of impaired capital, for the carry-over 
of losses for a reasonable period,*® as well as for special hardship cases. 
The purpose and effect of such an alteration in the tax statute would be 
to compel corporations to pay most of their earnings to their stockholders 
when earned, by placing a heavy burden upon paying only a small portion 
of the earnings or postponing payment to a later period. 

The conjecture that there would be no loss of revenue to the Govern- 
ment may be unsound, though there appears to be no reason to suppose 
that the loss, if any, would be large. In any event, an appropriate adjust- 
ment in the rate of taxation on that portion of income derived from 
interest and dividends would easily make up the deficiency, even if we 
were to rule out the desirability of simply absorbing the amount in the 
overall individual income tax rate. If the premise of the inequity of 
present practice be granted, it should make little difference whether the 
revenues are diminished as a consequence of correcting an unjust situa- 


8 The agitation resulted in the Revenue Act of 1936. For discussion of this undistributed 
profits tax, see e.g., Hendricks, The Surtax on Undistributed Profits of Corporations, 46 
Yate L. J. 19 (1936), and a complementary study, Graham, The Undistributed Profits 
Tax and Investors, 46 Yate L. J. 1 (1936). 

% See Lasser and Holzman, The ‘102’ Cases 3 Tax L. Rev. 119 (1947); Cary, Accu- 
mulations Beyond the Reasonable Needs of the Business: The Dilemma of Section 102(c), 
60 Harv. L. Rev. 1282 (1947); Miller, Bureau Policy on Section 102 in Prockepincs 
or New York University S1xtH ANNUAL INSTITUTE ON FEDERAL TAXATION 975 (1948). 

10 See ILR.C. §122 for existing provisions relating to carry-over of net operating loss 
deductions, and I.R.C. §117(e) for carry-over provisions re capital losses (i.e., losses on 
sales of capital assets). 
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tion. However, it should be noted the argument goes beyond this, for 
basic to this proposal is the belief that apart from the total direct and 
indirect impact of the income tax on the stockholder, a measure which 
would compel distribution of corporate earnings is highly desirable.” 
Later sections of this paper will advance the thesis that, absent unusual 
considerations, the failure to pay dividends approximately equal to earn- 
ings is unfair to the stockholder in that it deprives him of income which is 
rightfully his and makes it impossible for him to exercise any effective 
restraint upon the managers of the enterprise. Adoption of the proposal 
should correct at least this aspect of the malfunctioning of the corporate 
system. And, it should be added, since the emphasis is on larger pay-outs 
by corporations, other suggestions for removing the inequities of double 
taxation (e¢.g., giving the stockholder credit on his own income tax pay- 
ment for a portion of the tax paid by the corporation)** would, adminis- 
trative difficulties apart, not achieve the intended result. 


II 


In the course of the development of the huge corporation of today, 
sight seems to have been lost of some elementary facts, or if these facts 
are still in view, they are largely ignored. First, there is the raison d’étre 
of the corporation. From the standpoint of the states, at least in the 
early days of the corporation the grant of a corporate charter was indeed 
the grant of a privilege, not lightly to be indulged. Available records “ 
indicate that, certainly to the end of the 18th century, the corporation as 
a form of business organization was viewed with suspicion by many and 
with contempt by some, e.g., Adam Smith.** For individuals to receive 
a charter, there had ordinarily to be a showing of anticipated public 
benefit, as through providing a service not otherwise attainable. Pro- 
moters sought to persuade reluctant legislatures by pointing to the good to 
the community which would follow the establishment of the corporation— 
the grant of the privilege was to be adequately compensated. There can be 
no doubt, however, that the primary—if not the sole—motive of the 
promoters was pecuniary gain, the corporation being viewed as a more 
efficient instrument for the achievement of profits than any of the older 
forms of enterprise. Stockholders may indeed have been gratified by the 
knowledge that their corporation served a useful purpose, but this was 


11 The inadequacies of I.R.C. §102 are not the subject of this paper. See articles cited 
in note 9 supra. 

12 This was the policy of the earliest taxes on corporate income. See, MERTENS, LAw 
oF FeperAL INCOME TAXATION §38.01. 

13 See, e.g., Davis, EssAyS IN THE EARLIER History OF AMERICAN CORPORATIONS 
(1917). 

14 WEALTH OF NATIONS, especially 690-716 (Mod. Lib. ed.). 





} 
f 








lay, 
acts 
etre 
the 
leed 
13 
1 as 
and 
pive 
blic 
ro- 


1 to 


1 be 
the 
lore 
lder 
the 


was 
cited 
LAW 


IONS 


1951] REVISION OF THE FEDERAL CORPORATE INCOME TAX 211 


not the reason they invested their funds. They expected, and had a right 
to expect that, to the maximum extent possible, the enterprise would be 
run in their interest and that there would be no perceptible difference 
between their self-interest and that of the corporation. 

Since stockholding was not yet a very widespread practice, and since 
even the largest corporations were not, by contemporary standards, very 
large, the number of stockholders in the early corporation was quite 
small and the fractional interest of the individual stockholder compara- 
tively large. Further, in the absence of organized securities markets pro- 
viding facilities for the sale of corporate shares, the stockholder’s invest- 
ment was normally a long-term investment and the stockholder himself 
was prepared to take a long-run view of the gains on his investment. It 
was not possible, of course, for each individual stockholder to participate 
directly in the management of the enterprise, but ordinarily the directors 
were themselves large, if not principal, stockholders. 

Under such circumstances, there was a substantial basis in fact for 
the legal view that the directors were chosen by the stockholders to manage 
the enterprise and that the acts of the directors might properly be con- 
sidered to be in the interests of the stockholders, absent fraud or gross 
negligence. Stockholders had real power over the selection of directors, 
so that reelection might correctly be viewed as ratification of the acts and 
policies of the directors by the constituents. 

Today, except in the case of the very small corporations, an entirely 
different condition exists. The corporation whose securities are listed 
on a national securities exchange bears only the slightest resemblance to 
its ancestor of circa 1800. There is little point recapitulating or bringing 
up to date studies such as those of Berle and Means in The Modern Corpo- 
ration and Private Property; it is plain that, whether we think of the 
200 largest or the 1200 largest corporations, we are dealing with vast 
aggregates of wealth and power such as were formerly unknown. The 
widespread diffusion of stock ownership in the United States following 
the first World War brought into being a class of many millions of small 
investors so that many corporations number their stockholders by the 
tens of thousands and, in an occasional instance, by the hundreds of 
thousands. More significantly, the volume of trading on the securities 
exchanges indicates that to a striking extent these stockholders do not 
regard themselves as long-term holders of any individual security ; instead, 
their aspiration seems to be to buy and sell securities as speculators. In 
the single month of September, 1950, for instance, there were sold on the 
New York Stock Exchange 246,000 shares of Sinclair Oil and 313,000 
of Socony-Vacuum, 248,000 of General Motors, and 519,000 of R.C.A.** 





18 FitcH Stock Guipe (October, 1950). 
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On October 31, 1950, excluding trading in units of less than 100 shares, 
the ten most active stocks on the New York Stock Exchange accounted 
for approximately 280,000 shares.** 

It is fantastic to suppose, under such circumstances, that there can be 
any close and effective working arrangement between the stockholders and 
the directors. There is no arena large enough to accomodate the body of 
stockholders of any large corporation, and, if there were, it would be very 
doubtful whether any considerable number would take the time or trouble 
to attend—even if the meeting were not the cut-and-dried affair so charac- 
teristic of annual stockholders’ meetings. Whether they have voluntarily 
abdicated, or whether their authority has been taken from them, it is clear 
that stockholders do not control the corporations they own, and that the 
locus of power in the corporation rests with the directors or, as in an 
increasing number of cases, with management.*’ 

Discussions of the divorce of ownership of the modern large corpora- 
tion from its control ** are apt to emphasize the smallness of the ownership 
interest of the average board of directors. With few exceptions, the 
stockholdings of directors in the corporations which they direct constitute 
only a negligible fraction of the number of shares outstanding; even a 
casual examination of prospectuses and proxy solicitations will reveal 
numerous instances of directors who own no shares at all in the corpora- 
tion and others in which the entire board’s holdings are scarcely more 
significant. Whether the relative importance of directors’ ownership has 
diminished in recent years, it is impossible to ascertain; it may be that 
the liabilities imposed upon directors by the Securities Exchange Act, 
the restrictions upon “insider” trading in corporate securities contained 
in the Securities Exchange Act,’® and the publicity now necessarily given 
to material contracts between corporations and “insiders,”*° as well as, 
in special instances, the requirement of competitive bidding in the sale of 
securities,* have served to discourage some directors from having any 
large financial stake in the corporations they direct. Such factors, how- 
ever, can scarcely be important, if indeed they play any part at all, for the 
plain fact is that it is substantially impossible for any small number of 


16 Wall Street Journal, Nov. 1, 1950. 

17 See, e.g., BRANDEIS, OTHER PEopLe’s Money (1914); Riptey, MAIN STREET AND 
Watt Srreet (1927); Bere AND MEANS, THE MopERN CoRPORATION AND PRIVATE 
Property (1933). 

18 See, e.g., STEIN, GOVERNMENT AND THE INvEsToR c. 1 (1941). 

19 Securities Exchange Act, Sec. 16(b). 

20 Such contracts must be filed with registration statements and must be described in 
the prospectuses. 

21 The competitive bidding requirement is largely confined to issues of securities by 
railroads and other public utilities. 
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individuals to own a significant portion of the common stock of any of 
our larger corporations. 

At the closing prices on the New York Stock Exchange at the end of 
October, 1950, a 10 per cent interest in the common stock of A. T. & T. 
would have cost approximately $375,000,000; in General Electric, $145,- 
000,000; in General Motors, $450,000,000; and in U. S. Steel, $110- 
000,000. Admittedly, these are among the very largest of our non-financial 
enterprises, but they do not stand alone, and in hundreds of instances 
even a 10 per cent stock interest would cost millions. 

Stock ownership by directors is effectively limited by the very size 
of the modern corporation more than by any other factor. If the director 
no longer embodies the ownership interest, as he did in the earlier history 
of the American corporation, it is for want of means rather than of 
desire. To demand that directors own a substantial interest would deci- 
mate the ranks and eliminate all but the wealthiest. To demand that 
directors own at least some stock is to ask for a token performance which 
would be totally without significance. Whatever motives operate to cause 
one to serve as director, it is clear that gain through stock ownership does 
not loom large among them. 

So far as corporate managements are concerned, the situation is not 
very different. Indeed, since it may be assumed that the ranks of manage- 
ment are filled in large part by professional, salaried managers (though 
the salaries may be quite large), it is likely that stock ownership by the 
managerial group is smaller than that of the director group. Here too, 
therefore, the dominant selfish drive must be something other than the 
hope of large dividends, except in those instances in which stock options 
or the like have been made available to top management. 

But if directors and managers are not themselves stockholders, can 
they not be made to think as stockholders by virtue of the pressure brought 
upon them by the actual holders? To ask the question is to answer it! 
Implicit in the separation of ownership from control is the absence of 
effective power in stockholders generally to compel directors and man- 
agers to do anything. One might say of the stockholder’s authority, as 
Gibbon remarked of the Roman constitution under the Antonines, that 
its image is “preserved with decent reverence,” but of effective control 
over the corporation there is not the minutest vestige. So far as the 
average stockholder is concerned, corporate directors and managers are 
fastened to their seats by an adhesive that would withstand the most 
powerful solvent known to man. Corporate controllers may be challenged 
by other powerful groups, but even this is rare; in a fight for control, 
the average stockholder is a mildly interested bystander. 

The inquisitive stockholder discovers that his queries are apt to be 
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brushed off with polite but meaningless phrases ; the discontented one soon 
finds that the wisest course is to sell his stock. Add to these the indolent, 
the uninformed, and the speculators, and the ability of the controllers to 
withstand effective challenge is made manifest. Nor is this ability de- 
pendent in any marked degree upon the condition of the business ; in good 
and bad times alike, whether dividends are being paid or not, the electorate 
is impotent. The annual meeetings are sparsely attended, the ritual speedily 
concluded, and the customary confidence voted—the last being assured 
by management’s diligent cultivation of the proxy machinery. 

This is not to say that corporate managements generally are guilty of 
evil intentions vis-a-vis the stockholder or the corporation itself ; certainly 
there is abundant evidence that the level of business morality among 
managements today is considerably greater than a generation ago, and 
the level of ability at least as high. Rather, the point is that corporate 
power is not subject to effective restraint at the hands of the stockholders, 
corporate government is not responsible government, and there is no 
practical resort to the polls. It may well be that the constituents: 1.e., the 
stockholders, are satisfied with things as they are, though there is no real 
evidence on this matter—obviously, the continued ownership of securities 
can hardly be cited in support. It may also be that corporate managements 
attempt to act in the way which they believe the stockholders would act 
if they were running the enterprise—as to this, too, there is no evidence 
of great value. But self-restraint is not the most satisfactory check on 
the misuse of power, and in the present state of things, this is substantialiy 
the only check on management so far as stockholders are concerned. If 
possible, some other method should be devised as a supplement ; it should 
be grounded upon a recognition of existing attitudes and behavior of 
both corporate managements and stockholders. 


III 


Corporate managements hold on to earnings with a tenacity which in 
other circumstances would be highly laudable. Taking a group of steel 
companies as illustration (making adjustments where necessary to reflect 
changes in number of shares outstanding), U.S. Steel in 1949 earned 
$5.39 per share and paid out $2.25; Bethlehem Steel earned $9.68 and 
paid $2.40; Republic Steel earned $7.54 and paid $3.00; Jones & Laughlin 
earned $7.50 and paid $2.60; Inland Steel earned $5.11 and paid $3.00: 
Wheeling earned $5.34 and paid $2.” Similar showings would be made 
by dozens of other industries—indeed, in some, as railroads, the pay-outs 
would comprise a much smaller percentage of earnings than that indicated 
above for steel. It is probably safe to say that in no major industry in 
1949 did dividends equal or exceed 75 per cent of earnings. 


22 Fircn Stock REecorp, especially 19 passim. 
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Now, there may be any number of factors that, from the standpoint 
of stockholder interest alone, would fully justify the retention by the 
corporation of a large portion of annual earnings. But it is contended 
that ultimate judgment as to the desirability of such action should not 
rest exclusively with persons who themselves have no large investment in 
the enterprise and who would not, therefore, gain or lose as the corpora- 
tion paid or withheld dividends. The directors may know what is best for 
the stockholder’s interest, but the stockholder ought to be permitted to 
make his own mistakes if he wishes to do so. And, so far as can be 
seen, the only effective method by which the stockholder may demonstrate 
his own judgment is by the disposition he makes of the dividends he 
receives. 

Of the various arguments advanced for the retention of earnings, the 
most common is that such earnings supply the corporation with the 
sinews of expansion. This is evidently predicated on the belief that if the 
management is convinced that expansion is desirable for whatever reason, 
the stockholder must willy-nilly supply the wherewithal, that not only is 
the stockholder not to exert any influence on the determination of the 
desirability of expansion, but is not even to have the power to decide 
whether he will go along with a decision with which he may completely 
disagree. 

There is another assumption: namely, that it is better policy over the 
long run to reinvest earnings by not too generous dividend payments 
than to acquire new capital by the sale of additional shares. It is quite 
probable that the small and little-known corporation would have con- 
siderable difficulty in finding buyers for its stock; the market for shares 
of such enterprises is very limited geographically and the cost of marketing 
securities is certain to be relatively large. If we were to use, as a rough 
guide, the federal securities Act’s exemptions of small enterprises from 
the registration requirements, we might say that the exempted enterprises 
are those which would find it relatively difficult to expand by the sale 
of more stock. Quite possibly, even corporations with assets of several 
millions of dollars might experience similar obstacles; in any event, the 
costs of the underwriting would be heavy. But it is not in such instances 
that the stockholder is effectively disfranchised ; by comparison, these are 
the town-meeting democracies of the corporate system. 

The larger corporations which we have been discussing would ordinarily 
have no trouble selling more shares at no very great expense. The 
mechanism of the securities exchanges is extraordinarily effective in 
facilitating distribution of additional shares of a listed issue, so that it 
may not even be necessary for the issuer to resort to the traditional forms 
of securities underwriting.” lor example, in October, 1950 Consumers 


33 See, e.g., Dice AND ErreMANN, THE Stock Market (1941). 
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Power Company offered for sale 510,000 shares of new common stock ; 
these were offered to stockholders on the basis of one new share for each 
ten held—the price of $28 was approximately $2 below the prevailing 
price for the stock on the New York Stock Exchange, and subscribers 
were privileged to request additional shares if any were unsubscribed 
for. Morgan, Stanley & Co. was engaged as agent to handle the trans- 
action, not as underwriter, and its fee was probably not so great as an 
underwriting fee would have been. The results were interesting; without 
any perceptible selling campaign, subscribers asked for nearly 200,000 
shares more than were offered. Stockholders who did not wish to invest 
additional funds in the enterprise were able to dispose of the rights to 
subscribe at a price in excess of the actual difference between the price 
of the new shares and the market price of the old; these rights were sold 
at as much as 28 cents each.** The selling stockholder could regard the 
sale of the rights as compensation for the theoretical dilution of his equity 
or as an additional dividend; at the same time, new stockholders could 
come in by the purchase of the rights. 

Almost simultaneously, Ohio Edison Company sold a large block of 
new stock on the same terms, with the same degree of success. A group 
of underwriters which had agreed, for a nominal consideration, to take 
up any stock not subscribed for, had to take no stock at all. 

There is nothing very special about either Consumers Power or Ohio 
Edison. What they did in October, 1950 has been done hundreds of 
times by other companies. Within recent months—to mention only com- 
panies in the electric power industry—large issues have been put out by 
Carolina Power and Light, Pennsylvania Power and Light, Dayton Power 
and Light, Delaware Power and Light, Cincinnati Gas & Electric, New 
York State Gas & Electric, Utah Power and Light, and Northern States 
Power, among many others. Evidently, large corporations which offer 
stock at attractive prices can sell almost unlimited quantities nearly any 
time they select. Of course, where no special privileges are accorded 
stockholders, there is the danger of dilution of the equity if the price 
should be too low, but where stockholders have the preemptive right, they 
suffer no loss through failing to purchase additional shares regardless 
of the price at which the new shares are issued, for, as indicated above, 
their right has a market value. Incidentally, even companies whose se- 
curities are not listed on an exchange may find ready buyers for their 
shares—witness the recent sale of 1,000,000 shares of Pacific Power and 
Light, an even larger issue of Kaiser Steel, and the repeated sales of large 
blocks of Tennessee Gas Transmission, among many others. 


24 The rights were traded on the New York Stock Exchange. 
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Not only do profitable enterprises have no dfficulty selling additional 
securities, but the prices they obtain for their new securities are increased 
as the size of the dividend payments increases. Particularly in recent 
years, stock purchasers have evinced a steadily growing emphasis on 
corporate earnings statements to the exclusion of balance sheets, and 
the characteristic newspaper financial report will show only earnings. 
But earnings are significant only as they bear upon the matter of divi- 
dends, and one would not need be an habitué of brokerage offices to under- 
stand that when good earnings are translated into higher dividends the 
price of the shares on the stock market will rise; conversely, the failure 
to increase dividends may result in a price decline—for instance, there 
was a sharp drop in the price of Armco common, in October, 1950 when 
the corporation failed to increase the dividend despite record earnings. 
To put the matter somewhat differently, a corporation which pays out 
most of its earnings and finances expansion entirely through the sale of 
additional shares will, ceteris paribus, get higher prices for its new shares 
than a corporation which, paying lower dividends, finances expansion 
partly through retained earnings and partly through selling new shares. 

It may be argued, however, that the stockholder is not placed at a 
disadvantage if expansion is financed largely out of earnings and if such 
additional shares as are sold are offered to him under the preemptive 
right. As to this, several comments are in order. First, an enhancement _ 
in the book value of the shares is not necessarily a benefit to the share- 
holder; in the last analysis, market values are determined by earnings 
rather than by book values (as to which no demonstration should be neces- 
sary ) and larger earnings by no means flow automatically from larger book 
value. Certainly, if the retained earnings are invested in additional plant 
which adds materially to fixed charges, the enterprise may be materially 
worse off during a period of contraction than if it had not expanded at 
all. Second, the plowing back of earnings does not offer the shareholder 
an opportunity to pass upon the wisdom of the proposed expansion, an 
opportunity which is especially necessary if the management proposes 
expansion along lines not closely related to its principal activity. Third, 
the stockholder may need the income—and in a period of rapidly rising 
prices, he is likely to—so that automatic reinvestment may not be as 
attractive to him as the opportunity to spend the dividends. Fourth, since 
there is a considerable turnover among the shareholders of our larger 
companies, the stockholder who today is deprived of dividends is in effect 
subsidizing the stockholder of tomorrow, who will reap the fruits of the 
unwilling investment made by his predecessor. And if it be asserted that 
the stockholder ought to be a permanent rather than a transient owner, 
it may be said that one of the greatest inducements to investors—especially 
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small ones—to contribute risk capital to business enterprise is liquidity 
1.¢., the opportunity to convert his holdings into cash quickly and eco- 
nomically. He ought not be made captive and required to remain a 
stockholder in a corporation beyond the period he desires in order to 
avoid foregoing profits to which he is entitled. Parenthetically, it may 
be noted that the well-nigh universal practice of American corporations 
of paying quarterly dividends is in effect an assurance to the investor that 
he need not be a stockholder very long before he begins to get a return 
on his investment. 

But what of the situation of the large corporation which does have 
difficulty in raising additional capital through the sale of securities? Shall 
such corporations nevertheless be required to pay out earnings and hence 
be unable to expand? As to this, the answer must be unequivocally in 
the affirmative. Valuable and objective as the judgment of directors and 
management may be, it should be subject to the acid test of the market 
place. As long as those who run the corporation are not the same persons 
as those who own, ultimate authority must rest with the owners rather 
than with the controllers, though the judgment. of the former may be 
faulty and even disastrous. It is they who provide the risk capital and 
it is they, therefore, who should determine whether the capital shall be 
risked. Dictatorship by management may be wise and benevolent—it 
remains dictatorship nevertheless. 

IV 

The theme of this paper has been that a redistribution of power and 
authority within the modern large corporation is desirable and that such 
a distribution could be effected by appropriate revision of the income tax 
laws. From this point of view, the effect of the revision on revenues is 
irrelevant, though, as indicated above, the elimination of the tax on cor- 
porate income is not a sine qua non of the proposal, and, in any case, a 
loss in revenue could be made up by an increased tax on dividends re- 
ceived by the individual taxpayer. There should be no constitutional 
obstacles in the way of achieving the objective via the tax laws.** Similarly, 
there need be no adverse effects on small corporations or on additions to 
working capital of modest amounts each year by corporations of any 
size, for the rate on corporate retained income may be set in such fashion 
that the progressive rates would not apply on such amounts or percentages 
as prudence would dictate might reasonably be retained by the enterprise.” 
Finally, sufficient flexibility might be secured by a provision dealing with 
special hardship cases. 


25 United States v. Sanchez, — U.S. —, No. 81 (October Term, 1950). 
26 Houston, Taxation and Corporate Enterprise, 266 ANNats 93 (1949). 








)- 


—E 


| TAX LAW REVIEW 


y 
IS Published Bi-monthly, November to May, by The New York University School of Law 
t | Subscription price $6.00 per year, single issue $2.00 
n 
: ) 
: Facutty Epitors 
- Epmonp N. Cann, Editor-in-Chief 
“ , M. A. pECAPRILES Mark H. JoHnson 
JEROME R. HELLERSTEIN Harry J. Rupicx 
id GERALD L. WALLACE 
et Ratpu F. Biscuorr, Business Manager 
1S HERBERT PETERFREUND, Assistant Business Manager 
- 
el Apvisory Boarp 
id 
se Hon. ArtHuR T. VANDERBILT, Chairman 
t Maurice AUSTIN . Lawrence E. GREEN STANLEY S. SURREY 
" New York, N. Y. Boston, Mass. Berkeley, Calif. 
Roy BLoucH J. K. Lasser Tuomas N. TARLEAU 
Chicago, Ill. New York, N. Y. New York, N. Y. 
SAMUEL O. CLarK, JR. Mer LE H. MILLER WESTON VERNON, JR. 
nd sf Washington, D. C. Indianapolis, Ind. New York, N. Y. 
ch Watter A. Cooper Rosert N. MILier Rospert W. WALES 
1x New York, N. Y. Washington, D, C. Chicago, IIl. 
is Jesse R. FILLMAN GerorceE Maurice Morris J. P. WENCHEL 
*. New York, N. Y. Washington, D. C. Washington, D. C. 
ae RANnpboLPH E. Pau 
. Washington, D. C. 
ial 
Ly GRADUATE EpITors 
to Metvin S. FLECHNER EUGENE Morrissey LEoNARD SALWEN 
nv Hersert W. Mintz James O. ScREVEN 
n P 
. As issues of tax law and policy are frequently controversial, readers of the TAx Law 
eS Review will understand that the opinions expressed herein are not necessarily those 


“hing of its Editors or of the Advisory Board. An article or note contributed by a public 
ith official does not necessarily represent the views of the applicable department unless 
expressly so stated in the particular instance. 

Address all correspondence regarding editorial matters to Professor -Edmond N. Cahn, 
Editor-in-Chief. All business matters should be referred to Professor Ralph F. Bischoff, 
Business Manager, New York University School of Law, Washington Square, New 
York 3, N. Y. 


219 








An Unimportant Page 


When you sent in your subscription to the Tax Law Review you probably 
did not realize that you were acquiring, not only the right of access to some 
exceedingly useful and conscientious scholarship, but a new duty of your 
own. Not knowing that the duty existed, you almost surely have made no 
effort to perform it. This page is about you—and your neglected duty. 

Now please relax. There is no occasion to suffer from guilt feelings, nor 
are you going to be asked to reach for your checkbook. The particular duty 
that I am talking about will not cost you money, if only because it deals with 
things that money cannot supply. To come directly to the point—it is your 
obligation to our contributors. 

When a man decides to write a law review article or note, he invariably 
undertakes more than he counted on. No matter how many previous manu- 
scripts he has written, his natural optimism covers with oblivion all the travail, 
the tedium, and the irritation that he must go through again to make a new 
contribution to the understanding and progress of the law. This forgetfulness 
is very fortunate, for otherwise most of us would write only one piece in a 
lifetime. The labor is severe, the inspirations are few, and the ideas which 
seem so full of promise when they first pop into our heads later lose their 
novelty and gradually come to look almost exactly like what Smith or Jones 
said ten years ago. Very few thoughts about tax theory are worth keeping 
after that first exciting honeymoon. . 

Then when all the labors of composition have been completed, the supreme 
ogre remains to be faced. He is the editor, and no one could possibly be 
so irrational, so disagreeable, so determined not to be pleased. What seems 
like a century of suffering does, however, ultimately pass, and finally those 
beautiful thoughts make their public appearance riding gracefully on winged 
words. At last the Tax Law Review issue containing the article goes into 
the mails. 

And then? Then all too often comes absolutely nothing! Thousands of 
our subscribers in this and foreign countries read the article, note their 
approval, put the analysis and the citations to immediate use in their profes- 
sional work—and never give a thought to letting the author have the one kind 
of compensation that he anticipates: a six- or eight-line letter that will tell 
him either that he did a good job or that he did a bad job, but at least that 
he did, in fact, communicate with someone. 

How about it now? Why not call Miss Brown into your office and dictate 
a few lines for one of our authors, telling him what you think of his com- 
position? It would make him feel good, even if you disagree with him. Miss 
Brown won’t mind it, provided this isn’t her lunch hour. And as for you, 
who knows ?—the article we.are talking about may some day soon be yours! 

—Epmonp N. Cann 
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Book Reviews 


FEDERAL TAX REFORM. By HENRY C. 
stMons. Chicago: The University of 
Chicago Press, 1950. Pp. x, 161. 
$3.50. 


There have been many well rea- 
soned and thoughtful discussions 
written in the field of public finance 
that are too ponderous in style for the 
general taste. The attempts to cater 
to the demand for economic tracts in 
common parlance, on the other hand, 
frequently are devoid of real con- 
tent. It is a source of delight, there- 
fore, to find a single volume in the 
field of taxation that bears the hall- 
mark of facile reading and yet con- 
tains rational and stimulating ma- 
terial. The final contribution of 
Henry C. Simons to serious tax 
literature easily earns this accolade. 

Professor Simons’ distinguished 
career with the University of Chicago 
was terminated four years ago by his 
death at the age of 46. The present 
essay was published posthumously, 
and is composed of material prepared 
originally in 1943 for the Committee 
for Economic Development as an 
agenda for post-war consideration of 
basic reform in the federal tax struc- 
ture. Although the temporal back- 
ground in which the writing took 
place must be kept in mind, the 
author’s observations will long con- 
tinue to have substantial vitality. 

Professor Simons enumerates what 
he regards as the general objectives 
of an adequate revenue system and 
concludes that one having the per- 
sonal income tax as the principal in- 
gredient best meets all of the tests 
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set forth. His conclusion is unassail- 
able unless we question his criteria of 
adequacy and thus move in part from 
economics into the political realm. In 
that sphere, the individuality of the 
author does not permit precise label- 
ling; some of his tax recommenda- 
tions will receive both vigorous con- 
demnation and praise from either 
political extreme. Aside from the 
long range objectives, Simons clearly 
foresaw that the immediate post-war 
fiscal problem would be inflation and 
he voiced his anticipation of a budget 
greatly in excess of prior peacetime 
levels. 

Those of the Lutz-Magill school 
who would augment the revenues by 
the utilization of federal excise taxes 
will find much to criticise in the au- 
thor’s basic postulate of dependence 
upon the personal income tax. The 
followers of the Blough-Paul camp, 
on the other hand, will find persua- 
sive support for the exclusive primacy 
of the income tax in the fiscal edifice. 
Irrespective of the reader’s viewpoint, 
however, the provocative analysis that 
is supplied has a high educational 
value. Some of the proposals might 
be attacked as impractical but this 
would cause no concern to Professor 
Simons, who was well aware that 
some readers might consider his pro- 
gram “highly unrealistic and utterly 
unpromising politically.” To this he 
answers, “Highly practical discussion 
is, in a long view, not practical at all, 
save for the active political leader. It 
seeks merely to articulate a prevail- 
ing consensus or a feasible basis 
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for compromise among prevailing 
opinions.” 

Although all political considera- 
tions are disavowed, it is rather evi- 
dent that this is the work of someone 
who has made excursions outside the 
ivory tower. If treated seriatim, many 
of the concrete proposals (¢.g., elimi- 
nation of the special treatment of 
capital gains) are very impolitic, but 
the “package” proposal bears evi- 
dence of a familiarity with the back- 
stairs give-and-take of legislators. 
For those who would be alarmed at 
_the idea of a highly progressive tax 
there is the attraction of lower sur- 
taxes in the top brackets. In addition, 
the alarmists are pacified with the 
fundamental premise that the over-all 
tax system should have a minimal ad- 
verse effect upon competitive private 
enterprise and the encouragement of 
venture capital. All in all, it is re- 
freshing to read a thoughtful and sig- 
nificant analysis of the basic founda- 
tions of our economic system that 
avoids sounding beery. 

To balance his recommendation 
that we treat all transfers (including 
gifts and bequests) as realizing trans- 
actions, the tantalizing prospect of 
abolition of the corporate income tax 
is dangled before the incorporated 
business segment of our economy. 
Very few of the many vehement ob- 
jectors to the so-called double taxa- 
tion of corporate income have offered 
such a radical corrective, but an in- 
come tax on corporations fails to meet 
one of Simons’ general objectives in 
a tax system—directness. He catego- 
rized all indirect levies as “political 
cowardice,” and condemned the “vi- 
carious taxation” of stockholders 
through a corporate levy on the same 


[ Vol. 6: 


basis. The Treasury Department 
coyly peeks behind the corporate veil 
on many occasions to determine the 
tax impact on stockholders ; Simons 
would remove the veil completely and, 
taxwise, would disregard the corpora- 
tion and only consider the stock- 
holders qua individuals. 

The present favored treatment 
of capital gains offends Professor 
Simons’ standards of equality. He 
would treat capital gains and losses 
in the same manner as any other form 
of income, thus eliminating a myriad 
of complex tax problems under the 
present law. This and other pro- 
posals that would be unpopular with 
many high income groups are tem- 
pered, however, with such proposals 
as provision for a liberal averaging 
device and extension of the income 
tax base below present levels. Some 
twelve specific proposals are listed 
but they are not presented as com- 
pletely interdependent. 

However controversial some of the 
above theses may appear, there can 
be no argument with the plea for sim- 
plification—and that is the keynote of 
the entire program. In large part, the 
simplicity would be achieved by ex- 
cising considerable portions of the 
Internal Revenue Code, particularly 
the special surtaxes that were intro- 
duced to plug the leaks in the revenue 
collector’s purse. The necessity of 
such provisions evaporates automati- 
cally when you cease to tax the in- 
come of corporations. Similarly, the 
sections governing when income is 
realized become unimportant with an 
adequate averaging system. It, never- 
theless, appears to be somewhat naive 
to expect a personal income tax in a 
dynamic society to remain stabilized 
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for a decade or more, as here con- 
templated. Aside from other con- 
siderations, tax practitioners will 
continue to forage for avoidance 
possibilities with the same untram- 
melled imagination and occasional 
success. Loophole plugging will not 
disappear from the legislative agenda. 
That the present tax laws can stand 
radical simplification cannot be gain- 
said ; the simplification implied in this 
tract approaches the unattainable 
Utopia. 

Despite the concreteness of Pro- 
fessor Simons’ proposals, the primary 
effort of this volume is to present a 
broad program whose details could be 
worked out over a period of time. 
The fundamental concern is with the 
long-range direction. Hence the de- 
tails are presented only to provide a 
spring-board for consideration of a 
broad, sound, tax program. The 
analysis is keen, and for a concrete 
reform program there is a surprising 
absence of evangelical dogmatism. 

In 161 pages, Professor Simons has 
provided an enormous number of spe- 
cific proposals, all of which obviously 
have undergone serious cogitation. 
To many active practitioners it will 
come as a surprise that so many of 
the girders of our tax structure that 
are accepted as fixed can be materially 
altered. A convincing case is made 
out for many parts of the program 
that, at first blush, seem irresponsible. 
With his brilliant analytical powers, 
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Professor Simons couples a casual 
but perspicuous form of expression 
that is rarely found among scholars. 
The combination has produced an ex- 
cellent work that will be a source of 
value and enjoyment to tax student 
and layman alike. 

There is a technical criticism of the 
book which, although vexatious to the 
reader, is not the author’s responsi- 
bility. The footnotes, which are copi- 
ous, appear at the end of the book so 
that it is necessary to turn pages con- 
stantly to follow the continuity of 
thought. Since some of the most in- 
cisive comments have been relegated 
to footnotes, this becomes a serious 
defect in form, except to the most 
persevering reader. 

No matter what the ideological 
stripe of the reader in matters of pub- 
lic finance, there is some provocative 
(or incendiary) material to be found 
in Simons’ reform program. If that - 
material is evaluated and judged, the 
book will have served its stated 
purpose : 

“The whole may, I trust, afford 
some stimulus to intelligent discus- 
sion of tax issues and thus lead to 
wise action-out-of-discussion which is 
the essence of democratic political 
process.” 

—Mavrice C. GREENBAUM * 


*Member of New York, Connecticut, 
and Michigan Bars; LL.M. in Taxation, 
New York University School of Law. 
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A Case Of Failure Of Proof In The Tax 
Court 


LAURENCE F. CASEY 


Even a casual survey of Tax Court decisions would indicate that at 
least half of the issues as to which the Commissioner is sustained, turn 
upon a total or partial failure of proof, either with respect to the allowance 
of a claimed deduction or the true character of allegedly non-taxable 
receipts. Unquestionably, in the vast majority of such cases the results 
are eminently correct in view of the quantity or quality of the proof 
presented. But, there recurs periodically a marginal or borderline type 
of case where the rigid application of the rule respecting the burden of 
proof produces a result so startling as to make one wonder whether it is 
justified under the statute. 

The problem inherent in these situations which, to the writer, seem 
to be increasingly numerous, may be illustrated by the following case 
involving assumed facts which are by no means extreme.* 

X, an American citizen, goes to Germany in 1936 and there builds a 
large and expensively furnished country home. In 1938 he conveys the 
land and building to his brother, a German national, but reserves owner- 
ship of the furnishings, furniture, paintings, and art objects, and use of 
the property for life. He is detained in Germany throughout the war 
and dies there in 1945, in which year also the property and all its contents, 
including X’s purchase and tax records respecting the contents, are de- 
stroyed. At length, the Y trust company, X’s executor, files his 1941 
federal income tax return, in which a deduction is claimed for a war 
loss of $75,000. The deduction is disallowed for failure to substantiate 


Laurence F. Casey (A.B., Georgetown University, LL.B., University of Pennsyl- 
vania) is a member of the New York and Pennsylvania Bars, associated with Root, 
Ballantine, Harlan, Bushby & Palmer; Lecturer on Federal Tax Litigation, New York 
University School of Law. 

1 Cf. Eric H. Heckett, 8 T.C. 841, 843, 847 (1947). 

21.R.C. §127(a) (2) which reads: 

“War Losses. 

“(a) Cases In Which Loss Deemed Sustained, and Time Deemed Sustained.— 
For the purposes of this chapter—. . . . 

“(2) Property In Enemy Countries——Property within any country at war with 
the United States, or within an area under the control of any such country on the date 
war with such country was declared by the United States, shall be deemed to have 
~ destroyed or seized on the date war with such country was declared by the United 

tates.” \ 
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X’s basis for such property, and the executor petitions the Tax Court 
for redetermination of the resulting deficiency. The property had been 
appraised in 1941 by a qualified expert, who testifies at the hearing that 
the actual value of the property on December 11, 1941, the statutory loss 
date, was at least $75,000. The testimony also shows that the decedent’s 
records of the cost of the property to him were destroyed by acts of war 
as were the records of the furniture and other suppliers from whom the 
articles were purchased. An offer is made to prove a conversation the 
witness had with the decedent in 1941, wherein the decedent stated that 
the furniture and furnishings represented an outlay of $75,000, but such 
offer is rejected. 

The Tax Court finds that the decedent, an American citizen, owned 
property situated in an enemy country having a value of $75,000 upon the 
statutory loss date, but sustains the Commissioner upon grounds which 
in substance are as follows: (1) deductions being matters of legislative 
grace, it is incumbent upon the taxpayer to bring the amount claimed 
within the letter and spirit of the statutory provision allowing the de- 
duction,® (2) as in the case of any casualty loss, allowance of a war loss 
deduction under section 127 is limited to the basis of the property, ad- 
justed to the value thereof immediately before the loss,* (3) it is irrelevant 
that the taxpayer cannot possibly prove the exact basis of the property; ° 
without proof of the basis the amount of the loss cannot be determined. 


The consequence is, therefore, that although the statute provides that 


war losses are allowable deductions in the determination of taxable income, 
no deduction is allowed for any portion of a loss clearly sustained in a 
substantial amount, because the taxpayer has failed to prove the exact 
amount of the loss sustained. ; 

Notwithstanding the harshness of this result, most tax advisers would 
conclude regretfully that no grounds existed for review, so thoroughly 
have practitioners become imbued with the belief that the determination 
of whether a deduction is substantiated is so wholly discretionary with 
the trial court that modification of its decision thereon is out of the 
question. But is such decision either required or warranted under the 
statute, and is not the collection of a tax determined wholly without 
regard to such loss, an excessive and illegal exaction? An effort is made 
herein to analyze the legal basis for the decision, and to forecast the 
probable results of an appeal. 

3 New Colonial Ice Co., Inc. v. Helvering, 292 U.S. 435 (1934). 


4 Helvering v. Owens, 305 U.S. 468 (1939). 
5 Burnet v. Houston, 283 U.S. 223, 227 (1931). 
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1. Tae Errect oF THE DericiteNcy NOTICE 


Preliminary to a discussion of the above case, it should be noted that 
Congress has empowered the Tax Court to prescribe its own rules of 
procedure,® and from its very beginning the Court’s rules of practice have 
placed the burden of proof upon the taxpayer.’ Proceeding within this 
framework, the Tax Court has, in several decisions, delineated the extent 
of the burden of proof created by the determination of the deficiency and 
assumed by a taxpayer upon the filing of a petition with the Court. 

In Edgar M. Carnrick * the issue was the disallowance of a deduction 
claimed for a loss in respect of a legacy alleged to have been purchased 
by the taxpayer at a cost greater than the amount realized. The determina- 
tion in the deficiency notice was that the transaction to which the loss was 
attributed was not yet closed. The taxpayer, therefore, argued before the 
Board that the only question for redetermination was whether the taxable 
year was the proper year of deduction, which contention the Board denied 
as follows: ° 
In our opinion, the issues are not restricted as petitioner argues. The phras- 
ing of the notice of deficiency relating to the item in controversy, even 
if clear, is not the cause of action and does not frame the issues. The peti- 
tioner may not, without an expressly pleaded admission or a stipulation, treat 
the notice as an official acquiescence by the Commissioner in all petitioner’s 
propositions as to this item except those expressly determined adversely to him. 
If the Commissioner finds one fact or reason which he believes supports his 
adverse determination, he is not required to express his views on any or all 
other matters relating to the item, and his failure to deal with them carries 
no implication as to their treatment. It is not the Commissioner’s method of 
determination or computation which is the substance of the proceeding, for 
the deficiency may be correct despite a weakness in arriving at it or ex- 
plaining it. 

It was held that the taxpayer was bound to prove (1) that the legacy 
in question was acquired in a transaction entered into for profit; (2) 
the value of the legacy when received ; and (3) the year of loss. 

Although the decision is infrequently cited, the. rationale of the Carn- 
rick case survives today with unimpaired vitality, subject however, to 
one qualification, of which the opinion in Miller Brainard *° is illustrative. 
In that case the Commissioner disallowed a deduction for accrued and 
unpaid interest upon the ground, as stated in the statutory notice, that 


® Revenue Act of 1924, Sec. 900(h), now I.R.C. §1111. 

7 Situations in which the burden of proof is by statute placed upon the Commissioner, 
viz., deficiencies due to fraud (I.R.C. §1112) and transferee liabilities (I.R.C. §1119(a)) 
are not considered herein. 

821 B.T.A. 12 (1930). 

9 Td. at 21. 

107 T.C. 1180 (1946). 
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the net income was to be determined upon the cash basis. The disallowance 
was sustained by the Tax Court, not on the ground specified by the 
Commissioner, but because the proof showed that the taxpayer’s financial 
condition removed any likelihood that the indebtedness would ever be 
paid. Said the Court: * 


This ground, it is true, is not the one specified in respondent’s statement 
attached to the deficiency notice. It is our function, however, to redetermine 
a deficiency and not respondent’s reasons for it. . . . Once the amount of the 
deficiency is found to be correct, there could be only one reason for failing to 
give it effect, regardless of the grounds for it propounded by respondent, and 
that would be that the petitioner was misled in the presentation of his case. 
In this proceeding, although the authorities to which we have referred are 
not relied upon either in the deficiency notice or in respondent’s brief, we 
have little doubt that the underlying issue of fact—which involves the likeli- 
hood that the items in question would ever be paid—must have been apparent 
at all times. . . . If, however, we are mistaken in this, and there is additional 
evidence which is material, but which petitioner has been misled into failing to 
produce, methods are available by which the record can be reopened for this 


purpose. 

In recognizing this limitation upon the taxpayer’s burden of proof, 
the Tax Court was obeying the caveat uttered by the Supreme Court 
in Helvering v. Gowran * and Hormel v. Helvering * that “orderly rules 
of procedure do not require sacrifice of the rules of fundamental justice.” 


In the Gowran case the taxpayer had received a dividend of preferred - 


upon common stock. Three months later, during the same year, the 
company acquired the preferred for cash. The Commissioner argued that 
the redemption represented a taxable dividend, and, alternatively, the 
distribution of the preferred was itself a taxable dividend. The Board 
accepted the latter contention. In opposing the taxpayer’s petition for 
review, the Commissioner also argued for the first time that as the pre- 
ferred stock had a zero basis to the taxpayer, the entire sale proceeds were 
fully taxable. The Circuit Court held that the dividend in preferred stock 
was non-taxable and reversed the Board upon the theory that there was 
no profit in the sale to the company.** In the Supreme Court the taxpayer 
complained that the Circuit Court should not have entertained the Com- 
missioner’s argument that the taxpayer’s basis for the preferred was zero. 
Rejecting this argument, the Supreme Court said: ** 


The ultimate question before that court [the Court of Appeals] was 
whether, upon the facts stipulated, the Board had erred in affirming the 


11 Jd. at 1184-1185. 

12 302 U.S. 238 (1937). 

13 312 U.S. 552, 557 (1941). 
1487 F.2d 125 (4th Cir. 1936). 
18 302 U.S. 238, 247 (1937). 
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Commissioner’s determination that the additional taxes were due. If the 
Commissioner was right in his determination, the Board properly affirmed it, 
even if the reasons which he had assigned were wrong. And, likewise, if the 
Commissioner’s determination was right, the Board’s affirmance of it should 
have been sustained by the Court of Appeals, even if the Board gave a wrong 
reason for its action. By this rule the Government was entitled to urge in 
the Court of Appeals that on the undisputed facts the Board’s decision was 
correct because of the ‘basis of zero’ theory. And since that court rejected 
the theory, the Government was entitled to assert its contention herein. .. . 


But the Court continued: 


If the Court of Appeals had accepted the theory, it would have been open 
to the taxpayer to urge, in view of the new issue presented that he should 
have the opportunity to establish before the Board additional facts which 
would affect the result. As we accept the new theory, leave is granted Gowran 
to apply to the lower court for that purpose. 


The same result was reached in the Hormel case where, although the 
only question before the Board was whether the grantor of a trust was 
taxable under section 166, the Commissioner successfully contended upon 
appeal that the income was taxable under section 22(a). The Supreme 
Court affirmed the holding of the Court of Appeals that the taxpayer was 
taxable under the Clifford case and section 22(a), but ordered the case 
remanded to the Board, stating : ** 


But the Board of Tax Appeals neither found the facts nor considered the 
applicability of section 22(a) in the light of the Clifford case. . . . Under these 
circumstances we do not feel that petitioner should be foreclosed from all 
opportunity to offer evidence before the Board on this issue, however remote 
may be his chance to take his case out of the Clifford rule. 


However, there have been situations, not many to be sure, in which 
the taxpayer successfully confined the issues to those squarely presented 
by the pleadings, so as to be relieved of the expense and difficulty of 
meeting at a further hearing additional defenses raised by the Commis- 
sioner.**7 But these decisions turn principally upon the fact that the 


16 312 U.S. 552, 560 (1941). This result was distinguished from the decision in Helver- 
ing v. Tex-Penn Oil Co., 300 U.S. 481, 498 (1937), where the Court declined to consider 
a newly-presented question which had not been raised either in the deficiency notice, 
before the Board, the Circuit Court, or in the petition for certiorari. Helvering v. Wood, 
309 U.S. 344, 348 (1940) was distinguished upon the ground that in the Circuit Court 
the Government had expressly waived any reliance upon section 22(a). Also to be dis- 
tinguished is the situation where the appellate court reverses the trial court upon an 
issue not raised and tried there, a result disapproved in General Utilities & Operating Co. 
v. Helvering, 296 U.S. 200 (1935). 

17 Citizens State Bank, 46 B.T.A. 964, 967 (1942) is one of these cases. The issue 
related to the taxability in 1938 of recoveries of bad debts, portions of larger amounts 
charged off in the four preceding years and in 1931; and the question was whether the 
charge-off of the recovered items had resulted in a tax benefit. A 1931 net loss of $24,000 
was stipulated, reflecting an allowance of $37,000 as bad debts charged off. Upon brief, 








232 TAX LAW REVIEW [Vol. 6: 


taxpayer was unfairly surprised, and they may not safely be relied upon 
to limit the burden of proof in any cases where such factor is not involved. 

However, in the present case there were no misleading concessions or 
admissions by the Commissioner, either in the stipulation of facts or in 
the deficiency notice, which stated broadly that the claimed deduction 
is “not allowable under the provisions of section 23 of the Internal 
Revenue Code.” 

Our question, therefore, is narrowed to whether the petitioner must 
establish the precise amount of his basis and, by doing so, prove his exact 
loss; in other words, that he owes no deficiency whatever or, at least, 
no more than a definite portion of the amount asserted—in order to be 
allowed any deduction at all. That is the burden of proof which is under- 
taken by a taxpayer upon instituting suit for a tax refund.’* So stated, 
the question is seen to be: may the taxpayer be treated in the Tax Court 
as if he had paid the deficiency and is suing for refund thereof ? 

Helvering v. Taylor *® appears to furnish the only barrier against such 
an application of the burden of proof rule. Indeed, without the Taylor 
decision there would be little basis for questioning the decision in the 
instant case. 


2. HELVERING v. TAyLor, Its DECLINE AND RENASCENCE 


In the Taylor case, the taxpayer exchanged certain shares of utility . 
companies for the preferred and common shares of a holding company 
which he had organized. The taxpayer had purchased the utilities’ shares 
in August, 1927 for $96,300, and the non-taxable transfer to his holding 
company took place a few months later. In May, 1928 the company sold 
the shares for $194,000 and then distributed $99,000 in redemption of 


the Commissioner argued for the first time that the taxpayer had failed in its burden of 
proof because the 1931 net loss could have been carried over to 1932 and no proof had 
been offered to negative the possibility that the petitioner had claimed losses or other 
deductions in each of the years for which the bad debt deductions were claimed, and to 
negative the further possibility of subsequent recoveries upon such losses or deductions 
which, if related back, might wipe out the losses for those years. The taxpayer denied 
that it was called upon to prove such a negative, but that if it was, it could do so and 
should have been allowed a further hearing for such purpose. Sustaining the taxpayer, 
the Board, two members dissenting, noted that the deficiency was not determined upon 
the theory that the net loss for 1931 actually offset any taxable income, and that the 
taxpayer was probably misled by the stipulation, especially since the Commissioner never 
raised the point until after the stipulation was filed. 

18JIn Niles Bement Pond Company v. United States, 281 U.S. 357, 361 (1930), the 
Supreme Court stated: “. .. the presumption is that taxes paid are rightly collected 
upon assessments correctly made by the Commissioner, and in a suit to recover them the 
burden rests upon the taxpayer to prove all the facts necessary to establish the illegality 
of the collection.” 


19 293 U.S. 507 (1935), affirming 7° F.2d 619 (2d Cir. 1934). 
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its preferred stock. The taxpayer took the position that $96,030 of the 
distribution represented a return of his basis for the preferred, and re- 
ported the balance of the distribution as gain. The Commissioner reap- 
portioned the origina! cost of the utilities’ stocks between the preferred 
and common stock of the holding company, assigning $48,000 as the 
basis for the preferred, and determined that a gain of $50,000 was realized 
on the redemption thereof. Before the Board the taxpayer proved that 
there was no change in the value of the utilities’ stocks up to the date 
of the exchange and that the entire increase in value accrued after the 
transfer to the holding company, and argued that when he acquired the 
common stock of the holding company it was valueless. The Board sus- 
tained the Commissioner, holding that the taxpayer should have proved 
that the preferred stock did not have the value of $48,000 attributed to 
it by the Commissioner, and the Court quoted from the Board’s memo- 
randum opinion as follows: *° 


‘ 


. even if all the securities were worth only $96,030, the proportionate 
value of the preferred stock to all the stocks would not necessarily be different 
from that determined by the Commissioner.’ 


This holding was reversed by the Second Circuit * upon the ground that 
the arbitrary nature of the Commissioner’s determination being apparent, 
the case should be remanded to the Board for further determination of 
value, and that the burden of proof was not to be pushed to the extent 
of requiring the taxpayer to prove either that he owed no tax or the tax 
that he correctly owed. 

In the Supreme Court the Commissioner contended that (1) the burden 
on the taxpayer was not only to prove that the Commissioner’s determina- 
tion was erroneous but to show the correct amount of the tax, and (2) 
because of the taxpayer’s failure to establish facts upon which a fair 
apportionment might be made, the Board’s redetermination based upon 
the Commissioner’s erroneous figure was valid, and there being no error 
of law, should have been sustained by the Circuit Court. Rejecting this 
view, the Supreme Court held that the case was properly remanded to the 
Board, stating : ** 

We find nothing in the statutes, the rules of the board or our decisions 
that gives any support to the idea that the commissioner’s determination, 
shown to be without rational foundation and excessive, will be enforced unless 
the taxpayer proves he owes nothing or, if liable at all, shows the correct 
amount. ... 

Unquestionably the burden of proof is on the taxpayer to shcw that the 


commissioner’s determination is invalid. Lucas v. Structural Steel Co., 281 


20293 U.S. 507, 511 (1935). 
21 70 F.2d 619 (2d Cir. 1934). 
22 293 U.S, 507, 514-516 (1935). 
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U.S. 264, 271, Wickwire v. Reinecke, 275 U.S. 101, 105, Welch v. Helvering, 
290 U.S. 111, 115. Frequently, if not quite generally, evidence adequate 
to overthrow the commissioner’s finding is also sufficient to show the correct 
amount, if any, that.is due. See, e.g., Darcy v. Commissioner (C.C.A. 2d) 66 
Fed.(2d) 581, 585. But, where as in this case the taxpayer’s evidence shows 
the commissioner’s determination to be arbitrary and excessive it may not rea- 
sonably be held that he is bound to pay a tax that confessedly he does not owe, 
unless his evidence was sufficient also to establish the correct amount that 
lawfully might be charged against him. On the fact shown by the taxpayer in 
this case, the board should have held the apportionment arbitrary and the 
commissioner’s determination invalid. 


The Court concluded : 


Then, upon appropriate application that further hearing be had, it should 
have heard evidence to show whether a fair apportionment might be made and, 
if so, the correct amount of the tax. The rule for which the commissioner 
here contends is not consonant with the great remedial purposes of the legis- 
lation creating the Board of Tax Appeals. 


Stone, J. dissented, stating that as the taxpayer had failed to establish 
any amount by which the deficiency determined by the Commissioner 
should be reduced, the Board was without authority or jurisdiction to 
disturb the Commissioner’s determination. 

For some eight years following the decision in the Taylor case, the 
rule laid down therein was well observed by the appellate courts.** In the 


Tax Court, however, judging by its decisions, both published and un- * 


published, the Taylor rule was generally treated with scant respect * or, 
at most, was cited merely for the proposition that the taxpayer has the 
burden of proof * and, owing in part to the decision in the Dobson case,”* 
the Circuit Courts declined to insist upon strict observance of the Taylor 
holding by the Tax Court. 

Perhaps the nadir was reached in this respect in the Rohmer and Molnar 
cases.** In the Rohmer case, the taxpayer, a non-resident alien, sold both 


23 Comm’r v. Kellogg, 119 F.2d. 115 (9th Cir. 1941), reversing 42 B.T.A. 64 (1940); 
Worcester County Trust Co. v. Comm’r, 134 F.2d. 578 (1st Cir. 1943), reversing and 
remanding 46 B.T.A. 337 (1942) ; Forrester Box Co v. Comm’r, 123 Fed. 225 (8th Cir. 
1941), affirming and remanding 43 B.T.A. 657 (1941). 

24 Forest Glen Creamery Co., 41 B.T.A. 89, 97 (1940), aff'd, 123 F.2d 522 (7th Cir. 
1941); Camiel Thorrez, 5 T.C. 60, 87 (1945), aff'd, 155 F.2d 791 (6th Cir. 1946) ; 
Anthony P. Miller, Inc., 7 T.C. 729, 755 (1946), aff’d om this issue, 164 F.2d 268 (3d 
Cir. 1947), cert. denied, 333 U.S. 861 (1948); Toledo Blade Co. 11 T.C. 1079, 1087 
(1948), aff'd, 180 F.2d. 357 (6th Cir. 1950), cert. denied, 340 U.S. 811 (1950). But cf. 
William T. Piper, 5 T.C. 1104, 1111 (1945); Veenstra & DeHaan Coal Co., 11 T.C. 
964, 967 (1948). 

25 Dick W. Paul Estate, 11 T.C. 148, 151 (1948); Henry Wilson Estate, 2 T.C. 1059, 
1084 (1943). 

26 Dobson v. Comm’r, 320 U.S. 489 (1943). 

27 Rohmer v. Comm’r, 153 F.2d 61 (2d Cir. 1946), affirming 5 T.C. 183 (1945), cert. 
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the American and Canadian serial rights to a book for $10,000. In the 
Tax Court the only proof offered was with respect to the American and 
Canadian circulation of the magazine which carried the serial. The Tax 
Court held, and the Sccond Circuit affirmed, that there was no basis for 
a determination that some of the income was derived from sources outside 
of the United States. 

In the Molnar case, likewise, the contract provided for a lump-sum 

payment for certain world-wide motion picture rights so that it was not 
clear as to the extent to which the royalties received therefrom represented 
income derived without the United States. Following its decision in the 
Rohmer case, the Tax Court held, and again the Second Circuit affirmed, 
that the evidentiary data produced offered no basis for a determination 
of what was paid for the privilege of using the motion picture rights in 
foreign countries. But the result elicited the following protest from Judge 
asiemy Hand, the author of the same Court’s opinion in the Taylor 
case : 
. . . Rohmer v. Comm’r, supra, so far as I can see, is directly contrary to 
Helvering v. Taylor, 293 U.S. 507, 513, 515, 55 S. Ct. 287, 79 L. Ed. 623, 
which I had supposed decided that, when it appeared that a taxpayer was 
entitled to something, it was an error for even the Tax Court to deny him 
any allowance whatever, although of course we should be bound to accept 
whatever that allowance might be. Here it is clear beyond doubt that the 
payments were made in some part for the foreign copyrights; yet the Tax 
Court has refused any allowance at all because Molnar has not shown how 
much ; and I am unable to understand my brothers’ reasoning by which they 
reconcile that result with the law, as I understand it was before Rohmer v. 
Commissioner, supra. However, I think that only in the rarest instances 
should we overrule so recent a decision of our own court, however much in 
a court differently constituted the judges may disagree with it ; 


During the last few years, however, four courts of appeals have applied 
the holding of the Taylor case in varying fact situations and a brief digest 
of the results therein is instructive. 

In Federal National Bank of Shawnee v. Commissioner,”* the issue re- 
lated to the taxability of the proceeds of a policy of insurance assigned to 
and collected by the taxpayer. The Commissioner determined in his defi- 
ciency notice that the insurance policy had been acquired “for a considera- 


denied, 328 U.S. 862 (1946) ; Molnar v. Comm’r, 156 F.2d 924 (2d Cir. 1946), affirming 
4 TCM 951 (1945). 

28 156 F.2d 924, 926-927 (2d Cir. 1946). 

29180 F.2d 494 (10th Cir. 1950), reversing and remanding 8 TCM 534 (1949). For 
proceedings following remand from the Court of Appeals, see Federal National Bank of 
Shawnee, 16 T.C. No. 8 (1951), holding that the Commissioner satisfactorily proved the 
taxpayer’s basis for the policy by showing the cash value of the policy at the time it 
was acquired, and the premiums subsequently paid by the taxpayer. 
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tion,” but nevertheless included in gross income the entire proceeds of the 
policy less litigation expenses. The taxpayer contended that the determina- 
tion being arbitrary and invalid on its face, it was relieved from any burden 
of proof, but nevertheless presented certain evidence which was insufficient 
to determine the exact portion of the proceeds which should have been 
included in gross income. Citing the Taylor case, the Tenth Circuit re- 
versed and remanded, with instructions that a further hearing be had upon 
application by the Commissioner, at which time, inasmuch as all of the 
books and records were in its possession, the taxpayer might be required 
to produce evidence from which a determination of the correct tax liability 
could be made.*° 

In Durkee v. Commissioner * the taxpayer, plaintiff in a lawsuit, re- 
ceived $25,000 upon execution of a general release of all claims, including 
those sued upon. The Commissioner contended, and the Tax Court held, 
that the entire payment was taxable income inasmuch as the taxpayer had 
failed to establish a proper allocation thereof between taxable and non- 
taxable income. The Circuit Court held that the claim sued upon was 
solely for the loss of good-will in the taxpayer’s business through the 
tortious acts of the defendants and not for the profits lost thereby, the 
allegation of lost profits being intended as a measure of computing dam- 
ages rather than as an individual basis of recovery. The Court further 


held, citing the Taylor case, that since the Commissioner’s determination . 


was based upon an invalid assumption, it was not incumbent upon the tax- 
payer to show what allocation, if any, should be made of the proceeds be- 
tween taxable and non-taxable income. 

In Industrial Trust Co. v. Commissioner,*? the decedent created a trust 
naming his sister as income beneficiary in which he reserved a power to 
accumulate income but provided that the beneficiary was to be paid a mini- 
mum amount of $2,500 per year. The Tax Court held that the corpus was 
includible in the gross estate, but excluded the value of the beneficiary’s life 
annuity of $2,500. Before the Court of Appeals the Commissioner argued 
that the entire property transfered to the trust after March 3, 1931 should 
have been included in the gross estate because of the taxpayer’s failure to 
show what part of the corpus was subject to exclusion as attributable to 
the $2,500 annuity which the decedent could not control. The Court of 
Appeals, citing the Taylor case, remanded the case for findings whether 
the income of the trust had ever exceeded $2,500, which would indicate 


30 The same court again applied the Taylor principle in A & A Tool & Supply Co. v. 
Comm’r, 182 F.2d 300 (10th Cir. 1950), reversing and remanding 8 TCM 473 (1949). 

81162 F.2d 184 (6th Cir. 1947), reversing and remanding 6 T.C. 773 (1946). For 
proceedings upon remand, see 8 TCM 701, aff’d, 181 F.2d 189 (6th Cir. 1950). 

82165 F.2d 142 (1st Cir. 1947), reversing in part and remanding 7 T.C. 756 (1946). 
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whether the decedent had in fact retained any power with respect to such 
trust.** 

IVodehouse v Commissioner ** presented the basic question involved 
in the Molnar and Rohmer cases in that the taxpayer, a non-resident alien, 
received a lump-sum payment from an American publisher to whom he 
had licensed American and Canadian serial rights to certain stories. Again 
the Tax Court, relying upon the Rohmer case, held that the American 
and Canadian circulation figures respecting the publications involved were 
not a sufficient basis from which it could be determined that any of the 
income was derived from sources outside the United States and, in con- 
sequence, held that the entire receipts were derived from sources within 
the United States. However, the Fourth Circuit adopted the view expressed 
by Judge Learned Hand in the Molnar case, i.e., that the Rohmer case was 
directly contrary to Helvering v. Taylor, and the case was remanded to 
the Tax Court for determination of the price paid for the Canadian 
rights “. . . to be fixed by the Tax Court in the light of the circulation 
figures, the informed testimony of Reynolds and the economic common 
sense of the entire situation here presented.” *° 

In contrast, the Second Circuit, in a parallel case involving the same 
taxpayer, chose to adhere to its decisions in the Molnar and Rohmer cases, 
and affirmed the Tax Court’s ruling that there being no basis upon which 
an allocation of the lump-sum payment could be made, the entire amount 
thereof was properly regarded as derived from sources within the United 
States.*° 

It is interesting to note, however, that the trend of the appellate deci- 
sions has induced the Tax Court to re-examine its application of the burden 
of proof rule in this type of case. In a recent decision involving the same 
issue and one of the taxpayers referred to above,*’ 5% of the lump-sum 
payment to the taxpayer was held to be attributable to sources without the 
United States, upon the basis of: “ . . . the testimony of the expert wit- 
nesses, the circulation figures put in evidence, and ‘the economic com- 
mon sense of the entire situation’ (Wodehouse v. Comm’r, 178 Fed. (2d) 
987). . 

However, it is characteristic of the foregoing cases that each involved 
a determination of the taxable or non-taxable status of various receipts 


33 See also, Estate of Du Charme v. Comm’r, 164 F.2d 959 (6th Cir. 1947), reversing 
7 T.C. 705 (1946). 

84178 F.2d 987 (4th Cir. 1949), reversing and remanding in part 8 T.C. 637 (1947) 
(following remand from Supreme Court, 337 U.S. 369 (1949) ). For proceedings follow- 
ing remand from the Court of Appeals, see P. G. Wodehouse, 15 T. c. No. 103 (1950). 

85178 F.2d 987, 991 (4th Cir. 1949). 

86 Wodehouse v. Comm’r, 177 F.2d 881 (2d Cir. 1949) (Swan, J. dissenting). 

87 Sax Rohmer, 14 T.C. 1467, 1474 (1950). 
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or property rights. But should the result be different where the amount of 
the liability turns not upon the inclusion of an item in gross income, but 
upon the other factor in the tax equation, viz., the allowance of a deduction 
prescribed under séction 23 of the Code? 

Certainly the taxpayer’s argument against a result contrary to that in 
the Taylor case, merely because a deduction is involved, would seem to 
be squarely supported by the holding in Cohan v. Commissioner,** which 
has been repeatedly applied both by the appellate courts and the Tax Court, 
viz., that in the case of a deduction claimed for business expenses under 
section 23(a), a partial deduction must be allowed where the evidence 
shows that some expenditures were in fact made for business purposes. 
There, the Circuit Court, after summarizing the taxpayer’s testimony 
respecting the character, frequency, and extent of his traveling and enter- 
tainment expenditures, commented as follows upon the Board’s refusal 
to allow any part of the deduction on the ground that it was impossible 
to tell how much he had actually spent, in the absence of itemized proof : * 
The question is how far this refusal is justified, in view of the finding that 
he had spent much and that the sums were allowable expenses. Absolute 
certainty in such matters is usually impossible and is not necessary; the Board 
should make as close an approximation as it can, bearing heavily if it chooses 
upon the taxpayer whose inexactitude is of his own making. But to allow 
nothing at all appears to us inconsistent with saying that something was spent. 


True, we do not know how many trips Cohan made, nor how large his enter-_ 


tainments were; yet there was obviously some basis for computation, if nec- 
essary by drawing upon the Board’s personal estimates of the minimum of 
such expenses. The amount may be trivial and unsatisfactory, but there was 
basis for some allowance, and it was wrong to refuse any, even though it 
were the travelling expenses of a single trip. Jt is not fatal that the result 
will inevitably be speculative; many important decisions must be such. We 
think that the Board was in error as to this and must reconsider the evidence. 
(italics added) 


Moreover, any court reviewing the instant decision could scarcely over- 
look the fact that in Benjamin Abraham *° the Tax Court itself applied 
the Cohan rule to sustain a partial allowance in respect of a war loss 
deduction upon proof of ownership of the property in an enemy country 
on the statutory loss date, proof that it had substantial value on such date, 
and proof of the cost thereof, although the evidence did not satisfactorily 
establish the value on the loss date. Said the Court: “ 


. . . as we have already pointed out, petitioner did own on that date [Decem- 
ber 11, 1941] property which was situated in the war zone, and it is clear 


88 39 F.2d 540 (2d Cir. 1930), modifying and remanding 11 B.T.A. 743 (1928). 
89 Jd. at 543-544. 

409 T.C. 222 (1947). 

41 Jd, at 226. 
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that it had considerable value. Are we to deny him any loss because we cannot 
determine the amount of the loss with the satisfactory accuracy which we 
would like? We think not. It seems to us that under the facts of the instant 
case we should apply the doctrine announced by the court in Cohan v. Com- 
missioner, 39 Fed.(2¢) 540, and make the best approximation of petitioner’s 
loss that we can under the evidence. 


This reasoning might seem to require an allowance in this case, not- 
withstanding that proof of basis is lacking. Yet any realistic tax adviser 
would be slow to predict that the Tax Court is prepared to extend the 
Cohan rule to loss deductions where the basis of the property is not clearly 
substantiated. 

One must admit, however, that at first glance the decision in Burnet v. 
Houston,” relied upon by the Tax Court in the instant case, seems to pro- 
vide direct authority for denial of a deduction where the amount sustained 
or incurred is not precisely substantiated. Indeed, the opinions of both 
the Circuit Court and the Supreme Court in the Taylor case indicated that 
the issue involved there was to be distinguished from cases of unsub- 
stantiated deductions. Discussing the decisions which involved suits for 
refund, the Supreme Court said: “ 


Each was an action to recover taxes paid. Obviously the burden was on the 
plaintiff, in order to establish a basis for judgment in his favor, specifically 
to show not merely that the assessment was erroneous but also the amount to 
which he was entitled. For like reason the burden is upon the taxpayer to 
establish the amount of a deduction claimed. Burnet v. Houston, 283 U.S. 
223, 227, 75 L. ed. 991, 994, 51 S. Ct. 413; Helvering v. Independent L. 
Ins. Co., 292 U.S. 371, 381, 78 L. ed. 1311, 1315, 54 S. Ct. 758; New 
Colonial Co. v. Helvering, 292 U.S. 435, 440, 78 L. ed. 1348, 1352, 54 S. Ct. 
788. 


In the Houston case the taxpayer, director of a trust company which 
held certain collateral of doubtful value, subscribed in 1906 to a plan 


42 283 U.S. 223 (1931). 

43203 U.S. 507, 514 (1935). Said the Second Circuit, after referring to Burnet v. 
Houston, supra (70 F.2d 619, 621 (2d Cir. 1934)): “Usually it has been a deduction, 
not an item of gross income, that has been in question. Saxman C. & C. Co. v. Comm’r, 
43 F.2d 556 (C.C.A.3) ; Atlantic Bank & Trust Co. v. Comm’r, 59 F.(2d) 363 (C.C.A.4) ; 
Lightsey v. Comm’r 63 F.2d 254 (C.C.A.4). And conceivably as to deductions the 
rule should be the same as in an accounting where the debtor has the burden of proving 
all credits. If that be the explanation, this is not such a case, because there is no taxable 
‘gain’ until both the receipt and the ‘basis’ are found.” 

But if the rule referred to by the Court is generally controlling as to deductions, then 
the Cohan case, supra, was wrongly decided. The fact is, however, that the Cohan case 
has never been seriously challenged, even by the Commissioner; and its holding is 
soundly supported by such pre-Taylor decisions as Eau Claire Book & Stationery Co. 
v. Comm’r, 65 F.2d 125 (7th Cir. 1933) ; Underwood v. Comm’r, 56 F.2d 67, 72 (4th Cir. 
1932) ; and Rhode Island Hospital Trust Co. v. Comm’r, 29 F.2d 339, 341 (1st Cir. 1928), 
all of which sustained the allowance of deductions where the amount to be allowed was 
not precisely substantiated. 








240 TAX LAW REVIEW [Vol. 6: 


guaranteeing an increased value for such collateral, the subscribers be- 
lieving that the collateral could be liquidated in an amount sufficient to 
repay their subscriptions. In 1920, it being then apparent that the col- 
lateral would not increase in value, the taxpayer wrote off a loss which 
he computed by crediting against his original subscription the amount 
received upon liquidation of the collateral. No evidence was offered with 
respect to the March 1, 1913 value of the collateral. The Board disallowed 
the loss ** and the judgment of the Third Circuit Court, reversing this 
decision, was in turn reversed by the Supreme Court, as follows: * 


The burden of proof to establish a deductible loss and the amount of it, 
clearly, was upon the respondent. Reinecke v. Spalding, 280 U.S. 227, 233, 
74 L. ed. 385, 389, 50 S. Ct. 96; United States v. Anderson, 269 U.S. 422, 
443, 70 L. ed. 347, 352, 46 S. Ct. 131. It was just as necessary under the 
statute for the respondent to prove value as of March 1, 1913, as it was to 
prove cost in 1906 and the amount finally received by him in 1920... . 

We cannot agree that the impossibility of establishing a specific fact, made 
essential by the statute as a prerequisite to the allowance of a loss, justifies 
a decision for the taxpayer based upon a consideration only of the remaining 
factors which the statute contemplates. The definite requirement of section 
202(a)(1) of the act is not thus easily to be put aside. The impossibility of 
proving a material fact upon which the right to relief depends, simply leaves 
the claimant upon whom the burden rests with an unenforcible claim, a mis- 
fortune to be borne by him, as it must be borne in other cases, as the result 
of a failure of proof. 


It should be noted, however, that the Court relied exclusively upon 
cases involving suits for refund. In the Taylor case the Court seemed 
to consider that these decisions were adequately distinguished from the 
issue there presented, not upon the ground that they involved deductions 
but because each involved an action to recover taxes paid. Beyond this, 
the strength of the above pronouncement is considerably diluted by the 
conclusion of the opinion, quoted below, which, in the writer’s opinion, 
represents the real holding of the case: ** 


Moreover, we think the record is far from demonstrating the impossibility 
of supplying evidence from which the required fact might be found. The 
7,268 shares of stock in the Pennsylvania Sugar Company, the distribution 
of which in 1920 closed the transaction, had been received by the Real Estate 
Trust Company as early as 1912. This stock, together with certain bonds, 
not otherwise described, constituted on March 1, 1913, the entire available 
assets remaining of the original ‘Segal matters.’ There seems to have been 
no difficulty in ascertaining the value of the stock in 1920; and it is hard to 
see why its value, as well as the value of the bonds, could not have been 
at least approximately, determined as of March 1, 1913. . . . No reason is 


4413 B.T.A. 279 (1928). 
45 283 U.S. 223, 227-228 (1931). 
46 Jd. at 228-229. 
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suggested by the record or otherwise, and none occurs to us, for not seeking 
light on the subject from those who had been in charge of the liquidation of 
the ‘Segal matters.’ We cannot assume that such an effort would have been 
fruitless. Respondent was bound to produce the best available evidence of 
value which the circzistances and nature of the transaction permitted. It 
does not appear that he made any attempt to do so. (italics added) 


The implication seems clear that, where as in the present case, the tax- 
payer produces the best available evidence of the basis of the property 
which the circumstances of the loss permit, he may not be denied any 
deduction whatever in respect of such loss. 

The instant issue, therefore, seems not to be ruled adversely to the 
taxpayer by the Houston case. With that support removed, and in view 
of the considerable respect currently accorded to the holding of the Taylor 
case by the appellate courts, the odds would seem to favor a rejection of 
the Tax Court’s holding in the present case if the decision therein were 
appealed. 

But the Taylor case goes no further than to require a remand, which 
merely assures to the taxpayer another day in court to prove his case. The 
question then would arise as to the extent, if any, that the reprieve thus 
gained by the taxpayer has actually lightened his burden of substantiating 
the claimed deduction. 


3. BurDEN OF Proor FoLLowING REMAND 


Upon remand, the Tax Court is still vested with all authority it had 
during the trial of the case, subject, of course, to the directives contained 
in the mandate.*” This being true, the directions to the Tax Court in the 
mandate to receive further evidence of the amount of the loss, can mean 
only that the taxpayer has the burden of going forward with such evi- 
dence. Certainly no court has intimated that upon remand the burden of 
proof shifts to the Commissioner; and neither the statute, logic nor ex- 
pediency would require that it should. Indeed, so far as the Tax Court 
is concerned, it is apparent that the burden of proof upon remand is no 
lighter than that imposed upon the taxpayer in the original proceeding. 

In Stockyards National Bank v. Commissioner,* the initial proceeding 
involved the determination of basis for gain or loss with respect to prop- 


erty received in a reorganization from a transferor which had acquired 


47 Comm’r v. Lincoln Electric Co., 176 F.2d 815 (6th Cir. 1949), reversing and remand- 
ing 6 TCM 1218 (1947) ; Peavy-Byrnes Lumber Co. v. Comm’r, 86 F.2d 234 (5th Cir. 
1936), affirming 31 B.T-A. 985 (1935), cert. denied, 300 U.S. 674 (1937) ; Swenson v. 
Comm’r, 69 F.2d 280 (5th Cir. 1934) ; Houston v. Comm’r, 53 F.2d 445 (3d Cir. 1931), 
affirming 13 B.T.A. 279 (1928). ‘ 

48169 F.2d 39 (8th Cir. 1948), affirming 6 TCM 478 (1947); and see 153 F.2d 708 
(8th Cir. 1946), reversing and remanding 3 TCM 972 (1944). 
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the property by foreclosure. The Tax Court found that the properties 
had been acquired through a reorganization, but sustained the Commis- 
sioner upon the ground that it could not determine from the evidence of 
record the basis for the computation of the claimed loss. Upon appeal, 
the taxpayer argued that the Taylor holding was applicable since the 
Commissioner, in the deficiency notice, had erroneously determined that 
the properties were not acquired in a reorganization, and further con- 
tended that the evidence before the Tax Court was sufficient to establish 
its basis. The case was remanded to the Tax Court for receipt of the 
necessary proof of basis. At the second hearing, the taxpayer urged that 
it was the Commissioner’s burden to go forward with the testimony ; and 
when this was denied, introduced additional evidence to establish the 
amount of its basis. Again the Tax Court held that upon the evidence 
submitted it was impossible to determine the gain realized or the loss 
sustained by the taxpayer’s transferor upon the transfer to the taxpayer. 
This holding the Circuit Court affirmed, partly because the additional 
evidence offered at the second hearing was not included in the record 
upon review. 

But under the assumed facts of the instant case the taxpayer cari.‘ 
go forward with any additional evidence respecting basis. In such event, 
may the Tax Court properly interpret a mandate issued in . liance upon 


the Taylor case to mean that unless additional evidence is presented at 


the rehearing, the Commissioner must be sustained? If that were per- 
missible, then the holding in the Taylor case is for all practical purposes, 
a nullity. Merely to pose such question is to demonstrate the unlikelihood 
that a reviewing court would permit its mandate to be so defeated. Proper 
procedure upon remand of the case herein considered would seem to re- 
quire that the Tax Court reappraise the evidence respecting value and 
approximate as nearly as may be possible therefrom, in the light of its 
own experience and “the economic common sense of the situation,” *° the 
probable minimum cost of the property “bearing heavily if it chooses upon 
the taxpayer... .”"° 

The limits within which the Tax Court, upon remand, may apply the 
burden of proof rule have not been delineated by the appellate courts, for 
the obvious reason that as a practical consequence of the remand either 
(1) the parties become reconciled to a settlement and stipulate some 
allowance or exclusion in the light of the comments of the reviewing 
court, or (2) the Tax Court adopts a more realistic view of the amount 
to be allowed or excluded, as the case may be, which satisfies the taxpayer. 

At the time the Taylor case was decided, the result was criticized on 


49 Wodehouse v. Comm’r, 177 F.2d 881, 991 (2d Cir. 1949). 
50 Cohan v. Cemm’r, 39 F.2d 540, 544 (2d Cir. 1930). 
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the ground, inter alia, that it would cause needless delay in the transaction 
of the Court’s business and an increase in its already heavy burdens." Is 
it undesirable for any reason that the Tax Court be permitted or required 
to estimate the amount to be allowed as a loss deduction, where the proof 
ottered to substantiate the basis of the asset and amount of the deduction 
is incomplete or imperfect? The answer is that not only is the Court well 
equipped for such responsibility, but the imposition thereof is entirely 
appropriate and indeed inherent in the business of adjudicating tax con- 
troversies. Problems arise every day in the Tax Court which make rough 
approximations inevitable. The Court may be called upon to make a 
finding as to the number of tons of ore underlying an acreage of land,*? 
to calculate the chances that a widow may remarry,® to value good-will 
or other intangibles at dates long past,™* to determine the motive under- 
lying a decedent’s transfer of property,”® or to determine the reasonable- 
ness of compensation paid to corporate executives.** And under section 
732 of the Code, the Tax Court is called upon to determine what would 
have constituted normal earnings for a business had it been formed some 
years prior to its actual date of organization. If in these situations, it 
is proper for the Court to make an informed guess as to the fact which 
is determinative of the decision, it is equally proper for the Court to 
estimate the cost of property, the subject of a claimed loss deduction, 
where a reasonable foundation for such conjecture exists. 


CoNCLUSION 


Under the Taylor case, in the writer’s opinion, a taxpayer claiming a 
loss deduction should not be denied any deduction whatever in the event 
(a) it is demonstrated that exact proof of the cost of the property is 
impossible of submission, and (b) some reliable evidence is available from 
which a reasonable allowance can be approximated. A rule which would 
deny any deduction whatever under such circumstances, in effect places 
upon a petitioning taxpayer the burden of proof imposed upon one suing 
for refund, and to do this is no more “consonant with the great remedial 
purposes of the legislation creating” the Tax Court than is the denial 
of an apportionment to a taxpayer so as to exclude from gross income 
admittedly non-taxable receipts, the result condemned by the Taylor case. 


51 Note, 35 Cox. L. Rev. 622 (1935). 

52 Marion A. Burt Beck, 15 T.C. No. 86 (1950). 

53 Comm’r v. Maresi, 156 F.2d 929 (2d Cir. 1946), affirming 6 T.C. 582 (1946). 

54 Toledo Newspaper Company, 2 T.C. 794 (1943). 

55 Estate of Edwin F. Gillette, 8 TCM 91 (1949), rev'd, 182 F.2d 1010 (9th Cir. 1950). 
56 Glenshaw Glass Co., Inc., 13 T.C. 296 (1949). 

5? Helvering v. Taylor, 293 U.S. 507, 516 (1935). 
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It is, of course, essential that the vast business of the Tax Court be 
transacted with dispatch and that the proceedings in each case be con- 
ducted uniformly according to the Rules of Practice. It is equally im- 
portant to remember, as stated in Hormel v. Helvering,” that “rules of 
practice and procedure are devised to promote the ends of justice, not to 
defeat them,” and that, to paraphrase the dictum in Commissioner v. 
Maresi,”° 


The one sure way to do injustice in [deduction] cases is to allow nothing 
whatever upon the excuse that [the Court] cannot tell how much to allow. 


58 312 U.S. 552, 557 (1941). 
59 156 F.2d 924, 931 (2d Cir. 1946). 
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The Convention Form And Insurance 
Company Tax Problems 


CHARLES W. TYE 


Bosice 1921 the stock insurance companies, other than life or mutual, 
have been subject to tax upon their investment income and gains plus 
their underwriting income, the amount of which is computed on the basis 
of the underwriting and investment exhibit of the annual statement ap- 
proved by the National Convention of Insurance Commissioners. This 
exhibit provides for an earned and incurred method of accounting, tradi- 
tional to the insurance business, and is now embodied in section 204 of 
the Internal Revenue Code. 

Generally, for the period 1921 to 1935 there was iittle litigation of 
consequence involving the determination of underwriting income. How- 
ever, in 1935 the Commissioner of Internal Revenue questioned the right 
of insurance companies to reflect their incurred losses (one of the fac- 
tors in the determination of net underwriting income) on the so-called 
“Schedule P” formula basis, asserting that the “pure case’ method had 
to be used for tax purposes. To appreciate the problem it is necessary 
to understand the difference between these two reserve methods. 

For insurance purposes, the phrase “losses incurred” means paid losses 
during the year plus outstanding unpaid losses at the end of the year and 
minus unpaid losses outstanding at the beginning of the year. The paid 
losses, of course, are known, whereas the unpaid are just what the word 
implies. Although most companies write numerous lines of insurance, 
the large bulk of the casualty loss reserves (perhaps up to 80% in a 
full-line company) are set up with respect to two categories of business : 
liability, including automobile, and workmen’s compensation risks. These 
reserves are carried in the now famous “Schedule P” formula of the annual 
statement. The other lines are popularly called “miscellaneous lines,” and 
are not involved with formula reserves. 

There are two methods for valuing these reserves. The first is the “case”’ 
method, which represents the total of reserves on claims valued by trained 
claim adjusters on specific claims. 


Cartes W. Tye is a member of the California and Iowa Bars, is Tax Counsel of the 
Royal-Liverpool Group, New York and Chairman of Joint Tax Committee of National 
Board of Fire Underwriters and Association of Casualty and Surety Companies. He is 
the author of numerous articles on taxation in legal periodicals. 


245 








246 TAX LAW REVIEW [Vol. 6: 


According to the second method, the case estimates arrived at under the 
first method are subjected to minimum standards in the following two 
respects : 

(1) Liability cases in actual litigation are also valued at specified 
amounts, ranging from around $750 to $1,500, depending upon the policy 
year involved. If these valuation aggregates total more than the actual 
case estimates of trained adjusters, the higher aggregate must be used. 
As a practical matter, this happens so infrequently that the minimum suit 
valuation need not be deemed an actual departure from the case method. 

(2) Reserves for claims on policies issued in each of the three years 
preceding the close of the year for which the statement is rendered must 
be maintained at a level sufficient to produce an incurred loss ratio of 65% 
on workmen’s compensation and 60% in the case of liability lines. These 
are percentages of earned premiums, reduced by loss and loss expense pay- 
ments already made, and to the extent the aggregate exceeds the case 
estimates, the difference is called the “Schedule P excess.” 

The “Schedule P” method was intended primarily to place a floor under 
the case estimates on recent claims, and also to insure that a new company 
would be subject to minimum reserve requirements, thereby preventing a 
distorted statement of earnings and surplus. The floor, by being based 
on the average ratio of losses to earned premiums for the whole industry, 


also had the intended effect of preventing a new company from under- 


stating its reserves and thereby distorting its true financial picture in its 
infancy. The following statement appearing in the minutes of the 1913 
Proceedings of the National Convention of Insurance Commissioners, is 
important in this respect : 

Your committee believes that a fixed loss ratio for both liability and com- 
pensation business would prove more satisfactory and produce the best results. 
By providing for a fixed ratio the company would know that such per- 
centage of the premiums, less the losses paid, would have to be set aside for 
reserve. Safe and sane underwriting methods would of necessity be estab- 
lished for under such provisions. . . . 

Thus, for nearly 40 years, the insurance industry has had to maintain 
reserves on both the case and the formula basis, with the larger of the two 
constituting the liability account. However, since the formula reserve 
usually exceeds the case estimates, the Commissioner established the prac- 
tice of requiring section 204 insurance companies to use the “case basis” 
of unpaid losses incurred in computing net underwriting income. This 
practice was the direct result of the decision of the Board of Tax Appeals 
in Pacific Employers Insurance Company,* wherein the Board, disallowing 


133 B.T.A. 501, 503 (1935), aff’d, 89 F.2d 186 (9th Cir. 1937). 
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the formula reserve deduction, indicated that the proper use of the under- 
writing and investment exhibit of the annual statement approved by the 
National Convention of Insurance Commissioners in determining in- 
come “. . . is that of a guide not a limitation on the application of the 
statute.” It was held that although the Code provides for the inclusion 
in gross income of investment and underwriting income “. . . computed 
on the basis of the underwriting and investment exhibit of the annual 
statement . . .,” the statutory provision “is limited to the determination 
of gross income and does not follow through to the determination of net 
income.” The Board cited the American Title Company? case in holding 
that reserves even though required by state law, could not be deducted. 

As a general rule, all of the insurance companies followed this decision 
and switched from the “formula” to the “case” method of reflecting their 
losses incurred for tax purposes. It was not until after 1940 that an 
attack was launched upon the Commissioner’s view that the underwriting 
and investment exhibit was merely a guide and not the basis for determin- 
ing net income under section 204. In New Hampshive Fire Insurance 
Company,* the taxpayer questioned a deficiency asserted by the Commis- 
sioner, not in connection with its loss reserves but involving the treatment 
of reinsurance ceded to a non-admitted company—transactions not recog- 
nized under the Statement filed by the company. For the first time the 
Tax Court reviewed the legislative history leading to the enactment of 
section 204. The Court stated : 

It is obvious from the above discussion and explanation that Congress 
comprehended the completely universal use of the Convention Form; that it 
conformed the phraseology of the statute to the technical terms appearing 
in the form; that for Federal tax purposes it adopted bodily the Convention 
Form and its method of reporting its transactions resulting in income, and 
that it had a thorough knowledge of the provisions of the form properly 
safeguarding the interests of the public. The Convention Form does not 
recognize the petitioner’s transactions with unadmitted companies. Such 
transactions do not enter into its income as set forth on the Convention Form 
and are not permitted to be included in any of the calculations there appearing. 

The entire Federal tax structure is a creature of Congress. That legislative 
body has laid down generally the basis on which tax must be computed and 
paid. It has granted complete tax exemption to certain classes of taxpayers. 
It has allowed credits and deductions in circumstances explicitly defined. It 
has set up specific standards by which certain taxpayers must be measured in 
order to ascertain the statutory tax which they shall pay. 

Congress has seen fit to enact a special statute governing the imposition of 
tax upon ‘insurance companies other than life or mutual . . . in lieu of the 
tax imposed by sections 13 and 14.’ It established the Convention Form as 


229 B.T.A. 479 (1933), aff'd, 76 F.2d 332 (3rd Cir. 1935). 
3 New Hampshire Fire Insurance Company v. Comm’r, 2 T.C. 708, 722, 723 (1943), 
aff'd, 146 F.2d 697 (1st Cir. 1945). 
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the standard for determining the tax on such companies. Therefore, the 
Convention Form as understood, followed, and applied in the insurance world 
must control the computation of income of the petitioners, insurance com- 
panies other than life or mutual. 

The respondent argues that, since the various definitions contained in sec- 
tion 204(b) did not refer specifically to ‘unadmitted companies,’ ‘unauthorized 
reinsurance,’ and other such phrases, income from transactions with unad- 
mitted companies should be included in the petitioners’ returns. However, as 
we have seen, this does not follow. The Convention Form itself ignores such 
items and usage, and the specific prohibition by state authority has compelled 
their omission. As was stated in the above quoted discussion of the Senate 
Finance Committee, the very terms of the Convention Form were incorporated 
into the statute in their own ‘technical’ words. Congress has taken the Con- 
vention Form as its pattern for this peculiar legislation. It should be followed 
precisely according to its terms and as employed, accepted, and complied with 
throughout the United States. 


Subsequently, this principle was reaffirmed in the case of National 
Union Fire Insurance Company,‘ involving the relatively minor point of 
the treatment to be accorded over-ninety-day agency balances and other 
non-admitted assets. Whether these cases controlled the incurred loss 
controversy remained problematical, particularly since the Tax Court 
made no attempt to distinguish or overrule the old cases.° In fact, none 
of these cases was cited in the Tax Court’s opinions. 


That the Commissioner did not deem them controlling is evidenced by _ 


the promulgation of T.D. 5387.° This ruling, prospective in its application 
for taxable years beginning after December 31, 1943, subjected insurance 
companies to the so-called subsequent-development rule of case estimates. 
Under this approach, implemented by a field instruction to agents, the 
actual development of case estimates, as a matter of hindsight, was ex- 
amined by auditing agents. If the original estimates were found to be 
in excess of an administrative 115% of the over-all development, this 
marginal excess was restored to income. Although the subsequent develop- 
ment approach has the effect of leaving the true tax liability of insurance 
companies in a vacuum pending development, it has generally been applied 
with fairness by the auditing agents, to the end that taxable income has 
not been unduly distorted when compared with statement income. How- 
ever, it is believed that little, if any, tax revenue has resulted from the 
subsequent development idea, so that consideration should now be given 
to eliminating this requirement which has created additional and often 
unnecessary statistical work for both the industry and the Bureau. 

The first indication that losses incurred might be deductible on the 


#5 TCM 927 (1946). 
5 Supra notes 1 and 2; Massachusetts Protective Association, Inc., 18 B.T.A. 810 (1930). 
61944 Cum. BuLL. 336, amending Reg. 111, Sec. 29.204-2. 
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formula basis, appeared in a rather sketchy opinion of the United States 
District Court for the Western District of Texas.” In this case the com- 
pany issued only compensation policies and had only two Texas oil com- 
panies as policyholders. These policies were written on a participation 
basis, aiid each year prior to the year in question (1938), pursuant to a 
written agreement between the company and its policyholders, the excess 
funds over what was needed to pay losses plus a contingency reserve were 
distributed to the policyholders. The company was on a case basis, but 
in 1938 the Texas Insurance Department required the maintenance of a 
“Schedule P” reserve if it was larger than case. It was necessary to 
transfer from the account “Premiums Returnable to Policyholders” suf- 
ficient moneys to comply with the Insurance Department requirement, 
since the “Schedule P” method produced a larger reserve than the case 
method. A “Schedule P” deduction was claimed, disallowed upon audit, 
and subsequently allowed by the District Court in an opinion containing 
only conclusions of law without citation of precedents, i.e., the increase 
in reserves is deductible as “unearned premiums” and is not “earned 
income” or “underwriting income” within the meaning of section 204. 
The Court also observed that if such amount is not unearned premiums, 
it is still deductible as an ordinary and necessary business expense. The 
decision is unsatisfactory in the sense that the Court was evidently at- 
tempting to give the company a deduction which it might otherwise have 
received by reason of the participation agreement, while it ignored com- 
pletely the fundamental issue. 

However, then pending before the Tax Court was another case in which 
the issue was squarely presented. On May 13, 1948 the Tax Court handed 
down a memorandum decision in the case of Columbia Casualty Com- 
pany. The Tax Court met the issue squarely, and held that the company 
was entitled to a “Schedule P” deduction on its unpaid losses. The follow- 
ing language is quoted from the opinion: 

The ‘losses incurred’ by an insurance company are the losses paid, plus the 
increase (or minus the decrease) in the losses incurred and unsettled at the 
end of the year over the amount thereof for the preceding year, plus also the 
decrease in salvage and insurance recoverable (or minus the increase therein). 
Over a sufficient period of years the increases and decreases in the unpaid 
losses, whichever method of computation is employed, and in salvage and 
reinsurance recoverable, will average zero and the measure of ‘losses incurred’ 
will be the actual paid losses. The fluctuations in the amount of unpaid losses 
will increase ‘losses incurred’ in one year and decrease this item in another, 


but over a long period will not affect the total deductions for ‘losses incurred.’ 
Since ‘underwriting income’ involves ‘losses incurred,’ which in turn involves 


7 Petroleum Casualty Co. v. Scofield, 48-1 USTC {9216 (1947). 
87 TCM 282, 285, 286 (1948). 








250 TAX LAW REVIEW [Vol. 6: 


‘unpaid losses outstanding,’ and since ‘underwriting income’ is to be ‘computed 
upon the basis of’ the exhibit, it follows that ‘unpaid losses outstanding,’ for 
purposes of the tax computation, are those reported on the exhibit of the 
Annual Statement approved by the National Convention of Insurance Com- 
missioners. The petitioner, in computing its income on the basis of the figures 
in the exhibit, was following the requirements of section 204(b). 

The respondent argues that our decision in the New Hampshire Fire Insur- 
ance Co. case was not correct and that section 204 does not require the com- 
putation of underwriting income in blind compliance with the Convention 
Form. The respondent points out that the Board of Tax Appeals has said 
the statute contemplates the use of the Convention Form as a guide and not 
as a limitation on the application of the statute, citing Massachusetts Protec- 
tive Association, Inc., 18 B.T.A. 810, 816 [Dec. 5753]; American Title Co., 
29 B.T.A. 479, 482 [Dec. 8309], affirmed, 76 Fed. (2d) 332 [35-1 USTC 
99210] ; and Pacific Employers Insurance Co., 33 B.T.A. 501, 503 [Dec. 
9143], affirmed, 89 Fed. (2d) 186 [37-1 USTC 9214]. Subsequent to these 
decisions and prior to our decision in New Hampshire Fire Insurance Co., 
the Joint Committee on Internal Revenue Taxation released for public use 
and reference an excerpt from the hearings on HR 8245, 67th Congress, Ist 
Session (the Revenue Act of 1921), confidentially printed for use of members 
of the Senate. This we quoted in our opinion in New Hampshire Fire Insur- 
ance Co., . . . and drew the conclusion that the Convention Form was adopted 
by the Congress ‘as the standard for determining the tax’ on insurance com- 
panies other than life or mutual, and that ‘the Convention Form as under- 
stood, followed, and applied in the insurance world must control the compu- 
tation of income’ of such companies. Over a period of years approximately 


the same amount will be reported as income, and tax paid thereon, whether ° 


the higher or lower computation of unpaid losses is used. We consider the 
New Hampshire Fire Insurance Co. case controlling on this issue. 


Subsequently, other decisions were handed down, all favorable to the 
taxpayer,” with the exception of a recent United States District Court 
decision in Honolulu.*® The District Court merely followed the Ninth 
Circuit’s opinion in the Pacific Employers case rather than the Columbia 
Casualty case, stating that it was up to the Circuit Court to reverse itself 
if it felt obliged to do so. Litigation is still pending, but most of it is now 
concentrated in the Ninth Circuit. This is the only Circuit which could 
create a conflict, thus making possible certiorari to the Supreme Court. 

These decisions, although favorable to the insurance industry, created 
an impasse. The industry was faced with a situation in which the courts 
were taking one view and the Bureau was continuing to take another. 
The Bureau seemed determined to require the companies which wanted 
the benefits of these decisions to relitigate the issues year to year. In the 


®U. S. Guarantee Co., 8 TCM 510 (1949) ; United States v. Fidelity & Deposit Co. of 
Maryland, 50-1 USTC [9106 (1949), aff'd per curiam, 177 F.2d 805 (4th Cir. 1949), 
petition for rehearing on appeal from the U.S.D.C. Md. denied, 178 F.2d 753 (4th Cir. 
1949) ; General Reinsurance Corp., 9 TCM 141 (1950). 

10 Pacific Insurance Company, Ltd. v. United States, 90 F. Supp. 328 (D. Hawaii 1950). 
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meantime the Bureau did not seek certiorari (except as hereinafter noted) 
and the taxpayer could not. The bulk of the industry refrained from 
filing their tax returns on the so-called New Hampshire or “Schedule P” 
basis, knowing that deficiencies would be assessed. In lieu of this, sub- 
stantial refund claims were filed by the companies as protection against 
the possibility the Supreme Court might affirm the lower court decisions 
at some future date. 

Thus, by the early part of 1949, the problem became so acute both to 
the industry and the Bureau, that negotiations were started to resolve the 
controversy. The National Board of Fire Underwriters and the Associa- 
tion of Casualty and Surety Companies, representing over 300 of the 
large and small stock insurance companies, other than life, in the United 
States appointed a Joint Tax Committee to study the over-all problem, 
and discuss possible solutions with the Bureau and the Treasury Staff. 
This Committee completed its study the early part of 1950, and made 
specific recommendations to the respective Executive Committees and to 
the Bureau. 

Stated briefly, it was concluded: 

(1) The bulk of the industry had not claimed the benefits of these 
cases, and since 1937 had filed on a case rather than a “Schedule P”’ basis ; 

(2) The rationale of the New Hampshire Fire and National Union 
cases, as a matter of principle, was of doubtful soundness as applied to 
the items of unauthorized reinsurance, over-90-day agency balances, and 
other non-admitted assets ; and 

(3) There being considerable sentiment in the industry in favor of 
adopting a system of pure case estimates of incurred losses (rather than 
a combination of case and “Schedule P”’) as recommended by a Com- 
mittee of the Casualty Actuarial Society, an effort should forthwith be 
made to amend the Convention Form of Annual Statement to conform 
the statement treatment of the controversial items to the income tax treat- 
ment of them employed by most of the industry and contemplated by 
the Bureau. 

Accordingly, following Executive Committee approval of this approach, 
and after first advising the Treasury Department of the Joint Committee’s 
intentions, formal proposals were submitted through the proper channels 
to the National Association of Insurance Commissioners. The substance 
of the proposals to amend the Statement was to handle the questioned 
items in such manner, as to treat them as surplus adjustments. This would 
keep them from entering the computation of net income under the Under- 
writing and Investment Exhibit, and would conform with the rationale of 
section 204. This result is accomplished by having the special adjustments 
to surplus involving unauthorized reinsurance, non-admitted assets, and 
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the “Schedule P” excess appear under the “capital and surplus account.” 
For example, although unpaid losses must still be maintained under a 
“Schedule P” formula because of the state requirements, the excess is 
treated as a surplus rather than an income adjustment. Such procedure 
is in line with growing sentiment that statutory requirements based upon 
hypothetical considerations affecting financial condition should not be re- 
flected against current underwriting results but rather should be a penalty 
or charge against surplus. Further, the changes produce a more realistic 
picture of operations for the year without in any way distorting the finan- 
cial condition of a company as measured by the statutory requirements. 

By reason of these changes effective for the calendar year 1950, difficult 
transition-year tax problems exist for those companies which in prior years 
have had the benefit of the cases outlined above. In cooperation with the 
Bureau procedures are being worked out to lessen the impact of such tran- 
sition, thereby avoiding much future litigation. It is anticipated that pro- 
cedures mutually satisfactory to the Bureau and the industry will be 
promulgated. Evidence of the full cooperation and assistance of the Gov- 
ernment in attempting to resolve a most difficult controversy, is the fol- 
lowing statement appearing in the Government’s “Application For an 
Extension of Time Within Which to File Petition For Writ o- Cer- 
tiorari’” in the one case in which certiorari was requested : * 


The Solicitor General, on behalf of the United States and Collector Hoffer- ° 


bert, hereby respectfully petitions for an extension of time within which to 
apply for certiorari to the United States Court of Appeals for the Fourth 
Circuit in the above-entitled causes to and including sixty days from March 20, 
1950. 

The judgment of the Court of Appeals was entered on November 9, 1949; 
petition for rehearing was filed on December 9, 1949, and denied on Decem- 
ber 20, 1949. The jurisdiction of this Court rests on 28 U.S.C., Section 1254. 

The basic issue in these cases is whether the convention form as approved 
by the National Convention of Insurance Commissioners should be used as the 
basis and should control in the determination of income for federal income 
tax purposes, notwithstanding that the treatment of particular items on the 
convention form may differ from the predominant tax treatment of such 
items. The identical issue was involved in Commissioner v. New Hampshire 
Fire Ins. Co., 146 F.2d 697 (C.A. 1st), with which the Court of Appeals 
for the Fourth Circuit in the instant cases expressed agreement. But the 
holding in the present cases and in the New Hampshire Fire Ins. Co. case 
conflict in principle with American Title Co. v. Commissioner, 76 F.2d 332 
(C.A. 3d), and Pacific Employers Ins. Co. v. Commissioner, 89 F.2d 186 
(C.A. 9th). The same basic question is also involved in Commissioner v. 
United States Guarantee Company now on appeal before the Court of Appeals 


11 United States v. Fidelity & Deposit Company of Maryland, supra note 9, filed 
Mar. 10, 1950 with Supreme Court. 
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for the Second Circuit. The question is believed to have administrative 
importance. 

However, we are informed that there has been scheduled for the first week 
of April, 1950, a meeting of the Committee on Blanks of the National Associa- 
tion of Insurance Commissioners to which recommendations will be sub- 
mitted by certain groups in the insurance industry to amend the convention 
form of annual statement to conform to the predominant tax treatment of 
certain items involved in these tax controversies. If the convention form of 
annual statement is satisfactorily revised to meet the Treasury Department’s 
objections applicable to 1950 and future years, the Government would not 
wish to ask for certiorari in these cases. Hence, the extension herein is sought 
to protect the Government’s interests pending the action of the Convention 
of Insurance Commissioners, and thus to avoid burdening this Court with a 
petition for certiorari that might not otherwise be filed. 

Wherefore, it is respectfully submitted that the time within which to apply 
for a writ of certiorari herein be extended to and including sixty days from 


March 20, 1950. 
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Tax Problems Raised By Foreign Currency 
Devaluation And Blocked Foreign Income 


HERMAN STUETZER, JR. 


P RESENT unsettled world conditions will undoubtedly make for a con- 
tinuance, if not an aggravation, of that instability of the world’s cur- 
rencies which has existed since World War II. Even the official peg- 
ging of exchange rates has not prevented changes in the purchasing 
power of currencies at home, and these changes ultimately produce re- 
valuations in terms of foreign currencies, such as the wholesale devalua- 
tions that occurred in the fall of 1949. Nor do world conditions offer 
any hope of amelioration of the exchange restrictions which have been 
so common for the past decade or more. In view of these prospects, it 
seems timely to review some of the income tax problems which beset Amer- 
ican taxpayers with foreign income as a result of fluctuations in foreign 
currency values and foreign exchange restrictions.* 


HeeMaNn STUETZER, JR., member of the New York and Massachusetts Bars, is asso- 
ciated with the Boston office of Lybrand, Ross Bros. & Montgomery. He is Lecturer on 
corporate and tax accounting at Northeastern University Law School, and has lectured on 
taxation at The Boston Tax Forum, The American Institute of Banking, The Mas- 
sachusetts Society of Certified Public Accountants, The Boston Tax Executives Institute, 
as well as other organizations. He has been a frequent contributor to this and other 
professional publications. 

1For other articles and discussions of various tax problems in connection with foreign 
exchange and blocked foreign income, see: Shepard, Foreign Exchange—Tax Conse- 
quences, 1 Tax L. Rev. 232 (1946); Stream, Earned Income from Foreign Sources, 26 
Taxes 714 (1948) ; Roberts, Borrowings in Foreign Currencies, 26 Taxes 1033 (1948) ; 
Klarmann, Taxation of Income in Blocked Currency, 28 Taxes 477 (1950); Roberts, 
Taxability of Income Received in Blocked Currency, 86 J. Accountancy 231 (1948) ; 
Carroll, The Need for a Practical Rule for Taxing Foreign Income in Blocked Currency, 
87 J. AccounTANCy 229 (1949) ; Roberts, The Taxation of Transactions in Foreign Cur- 
rencies, 18 N.Y.C.P.A. 101 (1948); Roberts, Effect of Blocking of Currency on Gain 
or Loss in ProceepIncs of NEw YorK UNIVERSITY SEVENTH ANNUAL INSTITUTE ON 
FeperaL TAXATION 1224 (1949); Roberts, Transactions in Foreign Currency Between 
Related Entities in PRocEEDINGS OF NEw York University E1icot# ANNUAL INSTITUTE 
ON FeperaL Taxation 24 (1950); Roberts, New Developments in Foreign Exchange 
in Proceepincs or New York University NintH ANNUAL INSTITUTE ON FEDERAL 
Taxation; Angel & Kramer, Some Questions on Taxability of Foreign Income Left 
Unanswered by Mim. 6475, 89 J. Accountancy 496 (1950); Montcomery, FEDERAL 
Taxes, CoRPORATIONS AND PARTNERSHIPS 21-28 (vol. I, 1949-50 ed.): 
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PuRCHASES ABROAD 


The Board of Tax Appeals in The Joyce Koebel Co.* held that the 
cost of merchandise purchased abroad with foreign exchange is deter- 
mined by the rate of exchange prevailing at the time of the purchase of 
the merchandise.* The Board specifically said that where the exchange 
is acquired before or after the purchase of the merchandise at a different 
rate, the acquisition and disposition of the exchange is a separate trans- 
action with gain or loss thereon. 

This decision ran counter to O.D. 489,* an old ruling, in which the 
Bureau stated that the cost of “goods” purchased abroad is determined 
by the rate of exchange at the time the purchases are paid for, even though 
that rate may be different from the rate prevailing at the time of purchase 
of the goods. The ruling does not define “goods.” In a much more recent 
ruling, unpublished but reported unofficially,° the Bureau advised a tax- 
payer that it would follow O.D. 489 on a purchase of fixed assets. 

In the Joyce Koebel Co. decision the Board did not indicate whether 
the separate gain or loss on the foreign exchange was capital or ordinary. 
This would seem to depend on the circumstances in each transaction. For 
example, in I.T. 3810° the Bureau ruled that gains on transactions in 
foreign exchange effected by a United States citizen traveling in Mexico, 
were capital gains where the transactions had no connection with a busi- 
ness activity. On the other hand, in The Foundation Co.," the Tax Court - 
very sensibly held that a construction company on the accrual basis sus- 
tained an ordinary loss on the disposition of depreciated foreign exchange 
received in payment of amounts due on a construction contract which 
had previously been taken into taxable income at a higher exchange rate. 
The company did so much work abroad, receiving payment in foreign 
currencies, that the Court concluded that the foreign exchange, which was 
sold promptly upon receipt, was held by the company for sale to customers 
in the ordinary course of business. 


BustInEess ABROAD 


Where a corporation is engaged in business abroad and during the year 
the dollar value of the foreign currency has declined, the net income of 


26 B.T.A. 403 (1927). 

3 See also Bernuth Lembcke Co., Inc., 1 B.T.A. 1051 (1925) Acq., 1925-2 Cum. But. 
39; O.D. 590, 1920-2 Cum. Butt. 75, while not too clear, may be interpreted as in line 
with these cases. 

#1920-1 Cum. Butt. 60. 

5 Wall Street Journal, Oct. 26, 1949, p. 1. col. 5. 

6 1942-2 Cum. Butt. 55. 

714 T.C. 1333 (1950). 
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the foreign corporation is properly determined as the difference between 
the net worth at the beginning and end of the year, the current assets and 
liabilities being translated into dollars at the rate of exchange prevailing 
at the beginning and end of the year, and the fixed assets and liabilities * 
being translated at cost or original dollar amount; adjustment is made 
for transfers of funds where appropriate. In Vietor & Achelis v. Salt’s 
Textile Mfg. Co.° the taxpayer was permitted to deduct a loss computed 
on the above basis, though the foreign operation produced a net profit in 
terms of the foreign currency. Current assets were held to include cash, 
accounts receivable, inventories, and investments. Presumably, the same 
principles should be applied whether the corporation did part or all of its 
business abroad. 

The Bureau of Internal Revenue has reached similar results in two 
rulings.*° However, in another ruling which has never been withdrawn, 
the Bureau stated that the taxable net profits of a corporation’s foreign 
branch should be computed in foreign currency and the result converted 
to dollars at the rate of exchange in effect at the end of the year, after 
eliminating from such profits sums remitted to the United States during 
the year. The remittances should be converted to dollars at the rate of 
exchange at the time of the remittances and should be added back to the 
dollar profits.” 

In the Salt’s Textile Mfg. Co. case the exchange rate went down during 
the year. If it had gone up, it would seem that the valuation of net current 
assets at cost or market, whichever is lower, would have been proper and 
would have prevented the recognition of an exchange gain. But if a tax- 
payer’s foreign current liabilities exceed its foreign current assets, con- 
servative business practice would justify the taking of an exchange loss 
when the exchange rate goes up during the year and the non-recognition 
of an exchange gain when the exchange rate goes down.” 


INVESTMENTS ABROAD 


Both judicial decisions and Bureau rulings have taken the position that 
unless a taxpayer is of a class entitled to inventory foreign exchange, no 
gain or loss is realized from a fluctuation in the value of holdings of 
exchange in the absence of disposition or complete worthlessness. A 
similar rule has been applied to other foreign investments, such as securi- 


8 Cf. Accounting Problems Arising from Devaluation of Foreign Currencies, Research 
Department, American Institute of Accountants, 89 J. Accountancy 34 (1950). 

926 F.2d 249 (D.C. Conn. 1928). 

10 Q.D. 489, 1920-1 Cum. Butt. 60; A.R.R. 15, 1920-1 Cum. BuLt, 60. 

11Q.D. 550, 1920-1 Cum. Butt. 61. 

12 MONTGOMERY, FEDERAL TAXES, CORPORATIONS AND PARTNERSHIPS 27 (vol. 1, 1949-50 
ed.). 
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ties, mortgages, bank deposits, and accounts receivable from foreign sub- 
sidiaries or other foreign debtors.** Since there has been no delimitation 
of the Salt’s Textile principle of inventorying net current assets employed 
in business abroad, it will frequently be difficult to decide whether a case 
falls within that principle or within the principle that no gain or loss is 
realized through fluctuation in value of foreign investments due to changes 
in the exchange rate. 


Dests PAYABLE IN FOREIGN CURRENCY 


In B. F. Goodrich Co.,** the taxpayer, a domestic corporation, in 1933 
borrowed 11,000,000 francs at a cost of $651,132.73 from a Paris bank 
and loaned the francs to its French subsidiary. In 1936 the taxpayer 
repaid the loan to the Paris bank with 11,000,000 francs which had been 
purchased at a cost of only $514,162.50. The loan to the taxpayer’s 
subsidiary was still outstanding at that time. The Tax Court held that 
the taxpayer realized no gain on the repayment of the Paris bank’s loan, 
but intimated that gain or loss might ultimately be realized on the closing 
out of the loan to the subsidiary, which might have a basis of $514,162.50. 

What appears to be a similar result was reached in William H. Cover- 
dale.** There an individual taxpayer in 1930 and later had borrowed 
Canadian dollars from a Canadian bank and converted them at par into 


United States dollars which he used to buy stock in a United States cor- . 


poration. In 1940 the taxpayer repaid the Canadian bank with Canadian 
dollars which had been purchased at less than par. Portions of the stock 
had been sold at a loss in 1930, 1931, and 1934, and in 1940 the remainder 
was sold at a loss greater than the discount on the Canadian dollars pur- 
chased to repay the loan. The Tax Court again held that no gain was 
realized on the repayment of the bank loan. 

Both of these cases can be said to support a proposition that no gain 
is realized when a debt payable in foreign currency is repaid with foreign 
exchange acquired at a lower rate of exchange than that prevailing when 
the debt was incurred.** The keystone of the reasoning of these cases is 


18 Vietor & Achelis v. Salt’s Textile Mfg Co., supra note 9, which involved several 
issues; I.T. 2404, 1928-1 Cum. Buty. 84; Louis Roessel & Co., Ltd, 2 B.T.A. 1121 
(1925) Acq., 1925-2 Cum. Butt. 4; G.C.M. 4954, 1928-2 Cum. BuLi. 293; O.D. 940, 
1921-1 Cum. Buti. 64; O.D. 764, 1921-1 Cum. Butt. 155; A.R.R. 3131, 1923-2 Cum. 
Butt. 32. 

141 T.C. 1098 (1943) Acq., 1943 Cum. Butt. 10. 

154 TCM 713 (1945). 

16 But cf. James A. Wheatly, 8 B.T.A. 1246 (1927) Acq., 1928-1 Cum. Butt. 41, where 
a loss was allowed in what might be construed as a similar situation where the rate of 
exchange went the other way. In The Foundation Co., supra note 7, the Commissioner 
cited the Goodrich case and claimed the taxpayer was not entitled to a loss when an 
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that, since foreign exchange is comparable to a commodity, no gain or 
loss can be realized from a mere borrowing and return of property. It 
must be conceded that it is difficult to distinguish such situations from 
short sales of foreign currency which result in gain or loss when covered. 
As ior the Goodrich case, a distinction might be that the foreign currency 
borrowed had not been finally disposed of in a taxable transaction but had 
merely been loaned. In the Coverdale case the foreign currency borrowed 
had been disposed of by exchanging it in payment for stock but an over-all 
loss had been sustained on the sale of the stock.’ The Coverdale case may 
be distinguished from the Joyce Koebel Co. case on the ground that the 
principle that no gain is realized from a borrowing and repayment of 
foreign currency does not apply to debts incurred in connection with the 
purchase of merchandise. However, if the principle is correct, then it 
would appear that it should apply equally to foreign currency debts in- 
curred in connection with the purchase of merchandise. 


ForeIGN TAx Crepit Unpber Section 131 


Where the principle established in the Salt’s Textile Mfg. Co. case is 
applied with a resultant over-all dollar loss from foreign operations, 
foreign income taxes paid by a corporation upon income measured in 
foreign currency are not allowable as a credit but only as a deduction,” 
and may be deducted only if no foreign taxes are claimed as credits. This 
is because the formula in section 131(b)(1)** in substance limits the 


amount of Peruvian soles due it for construction work (which amount had been taken 
into income by the accrual basis taxpayer at a higher rate of exchange) was paid in 
devalued soles. The Commissioner argued that since the debt was payable in soles and 
since the taxpayer had received the full amount of soles to which it was entitled, no loss 
had been sustained. The Court, without attempting to justify the Goodrich case, quite 
properly distinguished it and held the taxpayer entitled to a loss, emphasizing that the 
soles had been promptly converted into dollars. The loss was claimed under both §23(f) 
and §23(k) I.R.C., but the latter claim was not pressed and presumably the Court allowed 
the loss under §23(f). In another issue in the same case, the taxpayer was entitled to be 
paid for construction work a stated number of Chilean pesos at an agreed rate of ex- 
change, at which rate the amount had been taken into income. The pesos were paid but 
at a time when their value was below the stated rate. The debtor, the Chilean Govern- 
ment, refused to honor its contract to pay additional pesos equal to the difference between 
the agreed rate of exchange and the actual rate of exchange. The taxpayer’s efforts to 
collect this difference by legal means, having proved futile, were terminated in 1943. The 
Court allowed the taxpayer to deduct the difference as an ordinary loss in 1943. There 
is no discussion in the opinion of whether the loss was under §23(f) or §23(k) I.R.C. 
but, since the debt due to its guaranteed rate of exchange provision was in effect payable 
in dollars, it seems that the loss more properly should have been deductible under §23(k) 
as a bad debt. 

17 See Bowers v. Kerbaugh-Empire Co., 271 U.S. 170 (1926). 

18 G.C.M. 4969, 1928-2 Cum. Butt. 269. 

19 The same result would follow as to the over-all limitation in I.R.C. §131(b) (2). 
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amount of credit available for a particular foreign income tax to the 
ratio of the taxable net income from the country imposing the tax to the 
total net income from all sources.” 

Where a credit is available for foreign taxes paid during the year, the 
taxes are converted at the rate of exchange at the time of payment. How- 
ever, if foreign taxes are accrued but not paid during the year, then the 
amount of the credit is determined by using the rate of exchange at the 
end of the year.* When such accrued foreign taxes are actually paid, the 
rate of exchange at the time of the payment must be used to adjust the 
amount of allowable credit in accordance with section 131(c).7* Further- 
more, a corporation’s foreign tax credit under section 131(f) for taxes 
paid by its foreign subsidiary ** which, subject to various limitations, is 
allowable for a taxable year in which dividends are received from the 
foreign subsidiary, is computed at the same rate of exchange as determines 
the taxable income from the dividends. This is the method prescribed by 
Form 1118, which must be filed to support the claim for credit. On the 
other hand, Bon Ami Co.* states that the foreign taxes should be con- 
verted at the rate prevailing at the date of the declaration of the dividend. 
Dividends constitute taxable income when they become available, which 
may or may not be the declaration date. However, it seems reasonable 
to assume from the Board’s opinion that it intended the same rate to 


control the determination of the credit as controls the determination of . 


the dividend income. 


OFFICIAL RATE OF EXCHANGE V. FREE RATE OF EXCHANGE 


Where two or more rates of exchange exist for a foreign currency due 
to foreign exchange regulation, the rate to be used to determine the dollar 
value of the currency at a given time will depend on the circumstances. 
In Mimeograph 5297,” the Treasury prescribed the use of the official rate 
for the conversion of pounds sterling, because in 1942 sterling control was 
stringent and, since very little free sterling exchange then existed, there 
was little variance between the official rate and the free rate. Even in that 
ruling the Treasury recognized that a rate other than the official rate would 
apply to cases where there had been an actual conversion at a different 


20 Note that in the case of a corporation, normal tax net income is used in the numera- 
tors and denominators of the limiting fractions in both I.R.C. §131(b) (1) and §131(b) (2). 

211.T. 1645, 1923-1 Cum. But. 141. 

22S.M. 4081, 1925-2 Cum. Butt. 201; Texas Co. (Carribean), 12 T.C. 925 (1949) 
Acq., 1949-2 Cum. Butt. 3. 

28 Or by a foreign subsidiary of its foreign subsidiary. 

24 39 B.T.A. 824 (1939). 

25 1942-1 Cum. Butt. 84. 
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rate. In I.T. 3568,*° a more lenient and realistic attitude was indicated 
with reference to the use of rates other than the official rates where cir- 
cumstances warranted such use in order to reflect more clearly the proper 
amounts of the items being converted. Recent decisions have supported 
tie use of iree rates where it was shown that conversion could not be 
accomplished at the official rates.”” 


BLOCKED ForREIGN INCOME 


Certain decisions have held that income in foreign currency blocked by 
exchange restrictions was not gross income for purposes of federal income 
tax."* The theory of these decisions was that taxable income must be 
measurable in dollars and hence, if conversion to dollars was impossible, 
there was no unrestricted use and enjoyment and no taxable income. 
Presumably, the Bureau agreed that completely blocked foreign income 
was not taxable.** However, even under this theory each case turned on 
its own facts as to whether the extent of the blockage was sufficient to 
prevent the realization of income. Taxpayers who failed to prove that 
it was impossible to obtain authority to convert blocked foreign currency 
into dollars were taxed upon such income.*® Furthermore, other cases 
contained dicta that blocked foreign income might constitute taxable in- 
come on an economic benefit theory if it could be spent abroad even though 
it could not be converted into dollars, and finally ** there had been indica- 
tions that the Bureau was following these dicta. 

Under these authorities, the question whether foreign income consti- 
tuted taxable income was one which was frequently difficult to answer 
where exchange restrictions existed. While in many cases the income 
was clearly either taxable or non-taxable, many others fell in the penumbra 
of uncertainty resulting from the ambiguous decisions and dicta of the 


26 1942-2 Cum. Buty. 112. 

27 Morris Marks Landau, 7 T.C. 12 (1946) Acq., 1946-2 Cum. Buti. 3; Estate of 
Ambrose Fry, 9 T.C. 503 (1947) Acq., 1948-2 Cum. BuLi. 2; Estate of Fokker, 10 T.C. 
1225 (1948) Acq., 1948-2 Cus. Butt. 2; Texas Co. (Carribean), supra note 22, at 931; 
The Foundation Co., supra note 7; Ceska Cooper, 15 T.C. No. 99 (1950). 

28 International Mortgage & Investment Corp., 36 B.T.A. 187 (1937) Acq., 1937-2 Cum. 
Butt. 15; United Artists Corp. of Japan, 3 TCM 574 (1944). 

29 Mim. 5297, supra note 25; Reg. 111, Secs. 29.43-1 and 29.131-6. 

80 Weil, Inc. v. Comm’r, 150 F.2d 950 (2d Cir. 1945) ; Credit and Investment Corp., 
47 B.T.A. 673 (1942). 

81 Phanor J. Eder v. Comm’r, 47 B.T.A. 235 (1942), remanded, 138 F.2d 27 (2d Cir. 
1943) ; Max Freudmann, 10 T.C. 775 (1948) Acq., 1948-2 Cum. Buty. 2. As recently 
as November 30, 1950, the Tax Court again paid lip-service to this theory in Ceska Cooper, 
Supra note 27, but here also the theory was not essential to the result, since the blocked 
foreign currency (pounds sterling) was selling freely in the New York market at a 
free rate below the official rate. The Court used the free rate as the measure of income. 
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courts. In the light of that situation, the Commissioner of Internal Reve- 
nue on March 1, 1950 released Mimeograph 6475.** Under this ruling any 
taxpayer, corporate or other, realizing income (designated by the ruling 
as “deferable income”) in a foreign currency which is not “readily con- 
vertible” into dollars or into other money or property readily convertible 
into dollars, “may elect” to use a new “method of accounting” under which 
the taxation of such deferable income is deferred until such time as it 
ceases to be deferable, at which time it is presumably converted at the 
then rate of exchange.** Deferable income ceases to be deferable ** when: 

(1) The foreign income becomes readily convertible into dollars or 
into other money or property which is readily convertible into dollars. 
This probably refers to a repeal of the exchange restrictions. 

(2) The foreign income is actually converted into dollars or other 
money or property readily convertible into dollars, notwithstanding the 
exchange restrictions. Reference here is probably to a conversion of the 
foreign currency pursuant to permission of the exchange authorities or 
in a free market without such permission. 

(3) The foreign income is used for non-deductible personal expenses or 
is disposed of by gift, bequest, devise, inheritance, dividend, or other 
distribution. 

(4) In the case of a resident alien taxpayer, the taxpayer terminates 
his United States residence. 

The ruling requires that the deduction of expenses “paid or accrued” 
or “paid or incurred” in the same currency as the deferable income, and 


82 1950-1 Cum. Butt. 50. 

83 Under I.R.C. §433(a)(1)(M) (Excess Profits Tax Act of 1950), income from 
foreign sources is excluded in determining excess profits net income for a taxable year 
ending after June 30, 1950, if such foreign income, “but for monetary, exchange or other 
restrictions imposed by such foreign country,” would have been includible in the gross 
income of the taxpayer for any taxable year preceding the first taxable year in which 
the taxpayer is subject to the new excess profits tax. This appears to be the first time 
that this subject in any phase has been dealt with by statute. The section, which is 
entitled “Blocked Foreign Income,” leaves open the question whether the blocking in the 
earlier year must have been such as would have prevented taxation under the decisions 
prior to Mim. 6475, or whether blocking of sufficient vitality to permit an election under 
Mim. 6475 will satisfy the section. If the latter was the Congressional intention, then 
presumably an election under Mim. 6475 will have been required to satisfy the sec- 
tion. On the other hand, if the former was the Congressional intention, then there may 
be no relationship between the section and Mim. 6475. 

34In I.T. 4037, 1950 Int. Rev. Buty. No. 25 at 3 (1950), the Bureau ruled that, when 
“deferable income” is expended for the purchase of investment or business property, 
it does not cease to be deferable. The property has a “deferred-income basis” which should 
be adjusted on the annual deferred income information return for “all adjustments . .. 
of the type authorized by the Internal Revenue Code.” When the income ceases to be 
deferable, the amount invested in the property as adjusted is taxable at the then rate of 
exchange. This amount so translated also represents the actual basis of the property. 
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of other items measured in such currency, as well as the foreign tax 
credit, shall be deferred. Such deductions and the foreign tax credit shall 
be allowed as the deferable income ceases to be deferable. Costs and 
direct expenses in United States dollars, to the extent involved in the 
production of deferable income, must also be deferred and deducted in 
the manner provided in the ruling when the deferable income ceases to be 
deferable or becomes worthless.*° 

The election given by the ruling is made by filing with the regular tax 
return a report of the deferable income on a separate form of the same 
type as the regular return. A separate report is required for each country. 
Though the ruling does not so state, the report probably should show de- 
ferable income and deductions in terms of the foreign currency with cer- 
tain possible exceptions. A taxpayer who has elected to use this new 
method of accounting must adhere to it in all future years unless the 
Commissioner consents to a change. 

As originally published, Mimeograph 6475 stated that the election was 
retroactive to all open years. Shortly thereafter the Commissioner in an 
unpublished letter ruling *° stated that as to the calendar year 1949 the 
election did not have to be made at the time that the original final return 
for that year was filed even though such filing date was after the promulga- 
tion of Mimeograph 6475, but could be made at any time that 1949 was 
still open, by filing an amended return and a deferable income report, ac- 
companied by a refund claim if an overpayment resulted. The only pro- 
viso was that all years intervening between 1949 and the date of the elec- 
tion also be open and that amended returns be filed for such intervening 
years. The letter ruling further stated that such an election for 1949 did 
not preclude a later election for even an earlier year subject to the same 
requirement that intervening years be open and that amended returns be 
filed for such years. 

However, the Commissioner has seriously restricted this election by 
Mimeograph 6584,*" released on December 28, 1950. This Mimeograph, 
without making any reference to the unpublished letter ruling, amended 
Mimeograph 6475 by deleting the statement that it was “applicable to all 
open taxable years” and by requiring that with one exception the election 
for a year must be made no later than the due date (or any extension 
thereof) for filing the return for such year. The exception is that the 


35 See Mim. 6494, 1950-1 Cum. Butt. 54, amending par. 7(b) of Mim. 6475, dealing 
with the allocation of costs and direct expenses in United States dollars relating to 
foreign operations in more than one country. 

36 Letter, dated Apr. 24, 1950, and signed E. I. McLarney, Deputy Commissioner, by 
Chas. P. Suman, Head of Division, 1950 P-H 176,283. 

87 1951 Int. Rev. Buty. No. 2 at 3 (1951). 
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election is permissible for open years ending prior to December 31, 1950, 
provided that it is made no later than the due date (or any extension 
thereof) for filing the return for the taxpayer’s latest taxable year begin- 
ning in 1950, and provided that any affected intervening years are open. 
Mimeograph 6584 also provided that where special circumstances exist, 
a request may be made to the Commissioner for an extension of time in 
which to make the election. 

Probably the primary and most troublesome question under Mimeo- 
graph 6475 is what constitutes a foreign currency “not readily conver- 
tible” into dollars. Today very few, if any, foreign countries are without 
exchange restrictions or controls of some degree. It would seem that even 
income from countries with liberal exchange restrictions, such as Canada, 
should be classified as “not readily convertible” into dollars and hence 
should be deferable. Under such a broad interpretation of “readily con- 
vertible,” the taxation of foreign income could be deferred, even though 
under the decisions existing before the ruling the same foreign income 
might have been taxable since it was not sufficiently blocked. This would 
be more logical than a narrow interpretation of “readily convertible,” re- 
stricting the operation of the ruling to blocked foreign income which under 
the decisions before the ruling would not have been taxable.** While the 
Commissioner through the medium of permissive accounting methods 
may be able to defer the taxability of otherwise taxable income, he cannot - 
make taxable otherwise non-taxable income.*® However, the basic strin- 
gency of Mimeograph 6584, restricting the freedom of election granted 
by Mimeograph 6475 as originally interpreted by the unpublished letter 
ruling of April 24, 1950,*° might be interpreted as a further indication 
that the Bureau is following the dicta in the Eder and similar cases ** and 
hoping for later, more direct, judicial support of such dicta. But even this: 
would not prevent a broad interpretation of Mimeograph 6475 in the 
other direction so that an election would exist for foreign income subject 
merely to minor exchange restrictions. The publication by the Bureau of a 
list of countries with exchange restrictions which bring their currencies 
within the ambit of the ruling would be helpful but might be impractical 


38 Shortly before the release of Mim. 6475 (1950-1 Cum. Butt. 50), President Truman, 
in a tax message to Congress on January 23, 1950, had recommended “. . . steps . . . to 
postpone the tax on corporate income earned abroad until it is brought home, .. .” A 
broad interpretation of “readily convertible” would go further towards implementing the 
President’s recommendation. 

89 See Angel & Kramer, Some Question on Taxability of Foreign Income Left Un- 
answered by Mim. 6475, supra note 1. 

40 Supra note 36. 

41 Supra note 31, 
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because many countries’ restrictions vary with the nature of the transac- 
tion. 

It would seem wise for a taxpayer to consider carefully the advisability 
of making the election. The ruling requires that on a return of deferable 
income, the taxpayer must declare that such deferable income will be in- 
cluded in taxable income when it ceases to be deferable. In the case of an 
individual taxpayer, obviously the taxation in one year of deferable income 
of several years would subject the income to high surtax rates, with a 
resultant tax disadvantage. Furthermore, under the ruling such income 
would cease to be deferable on the taxpayer's death. If the blocked foreign 
income were such that it would not have been taxable prior to the ruling 
and if at the taxpayer’s death it is still so blocked, the taxpayer’s election 
could impose a heavy burden by making taxable in the taxpayer’s last 
return blocked income which could not supply the funds to pay the tax, 
and which would not have been taxable but for the election. 

The liberal interpretation of the original language of Mimeograph 6475 
found in the unpublished letter ruling of April 24, 1950,** if followed to its 
logical conclusion, would have accorded taxpayers a justified freedom of 
action in this confused field. Thus, a taxpayer could have avoided an un- 
necessary assumption of the burdens imposed by an election under Mim- 
eograph 6475 by waiting until the audit of the return for a given year to 
determine the Commissioner’s position as to whether or not certain for- 
eign income was sufficiently blocked so that it was not taxable, indepen- 
dently of Mimeograph 6475. If the Commissioner claimed the income 
was not so blocked and hence was taxable, the taxpayer could still have 
made the election under Mimeograph 6475. Conceivably, the election 
might even have been postponed until the outcome of litigation. Also 
with justifiable liberality it might have been passed on to a taxpayer’s 
legal representative or corporate successor. It seems unfortunate, there- 
fore, that the Commissioner deemed it necessary to limit this potential 
freedom of action by Mimeograph 6584. 

While the ruling may have been intended as a relief measure, it has 
raised a plethora of new questions in addition to those already discussed. 
These questions, some simple, some complex, must be answered before 
taxpayers can act intelligently. The ruling states that “losses shall be 
taken into account under the rules for deferment stated” therein. How 


~~~~“toes a loss cease to be deferable? It would seem that the door is opened 


to carrying forward deferable foreign losses for an indefinite number of 
future years, until exhausted, against future foreign profits. In this con- 
nection, the method of identifying the source of conversions into dollars 


42 Supra note 36. 








266 TAX LAW REVIEW 


where the taxpayer has substantial assets abroad, has not been indicated. 
Furthermore, there is no definition in the ruling of what constitutes de- 
ferable direct dollar expenses. An equitable definition of direct expenses 
would limit them to such items as shipping costs, excluding any part of 
general and administrative dollar expenses. 

What of an accrual basis taxpayer selling abroad for dollar prices rather 
than in a foreign currency? Does the ruling apply if such a taxpayer’s 
solvent foreign customers are unable readily to obtain dollars to pay 
their bills? Another unanswered question is the interrelation of the ruling 
and the Salt’s Textile Mfg. Co. principle. Does an election under the 
ruling for a prior year prevent the taking of a Salt’s Textile loss due to 
a later devaluation even if there is no foreign operating profit or loss for 
the year of devaluation? Or would it be possible for a taxpayer, exercising 
the election, still to take such a loss computed by excluding from net 
current assets at the end of the year the portion thereof attributable to 
the foreign income of the year? The former seems the more probable 
Bureau view, because of the requirement in the ruling that losses should 
also be treated under the rules for deferment. Still another open question 
is whether the ruling applies to the recovery of war losses under section 
127(c) of the Code. 

Unfortunately, the Bureau has furnished no answers to these questions 
even though the ruling has been on the books since March 1, 1950. The 
three published rulings and the one unpublished ruling “* which it has issued 
since that time have been helpful in some respects but have added to the 
confusion in others. It is hoped that the Bureau will soon be able to rec- 
tify this situation and offer some assistance to taxpayers plagued by the 
many problems raised by Mimeograph 6475. ' 


48 Supra notes 34, 35, 36, and 37. 


General Principles Of Taxation: 
An Initial Survey 


(First Installment) 


C. A. PEAIRS, JR. 


D URING the few years since taxation first came to be regarded as a 
major field in American law,’ its study has largely been approached as 
a problem in description. Particularly in the field of federal taxation, the 
attempt has been to describe its characteristics as isolated phenomena, 
independently occurring. State taxation has also been accepted with mat- 
ter-of-fact fatalism, and its description considered a task of guidebook 
discussion of existing systems, which may happen to have points of 
similarity, or possess certain features in common, as the capitol buildings 
of the various states might. Due to the multiplicity of these systems and 
to the futility of learning specific rules of foreign tax systems, there has 
been more of a tendency to generalize in discussing state taxation than 
is true in the case of federal taxation, but this tendency has not yet ex- 
tended to the development of a general single treatise or text on state 
taxes.” 

The generalized observations which have been made regarding state 
taxation have stemmed largely from a statistical starting point,* and seem 
to be regarded as a matter of chance rather than of common causation, 
except where constitutional considerations of general binding effect are 
involved.* Treatment of this subject as grounded on any common evolu- 


C. A. Pearrs, Jr. (A.B., M.A., LL.B., West Virginia University; LL.M., Harvard 
University) is Professor of Law at Boston University School of Law; member of West 
Virginia and Massachusetts Bars; author of The Golden Eggs, 99 U. or Pa. L. Rev. 125 
(1950), and other contributions to professional periodicals. 


1 See GriswoLp, CASES ON FEDERAL TAXATION ix-x (2d ed. 1946). See also Miller, 
A Tax Program for the Undergraduate Law School, 1 J. Lecat Epuc. 573 (1949), 
to the effect that the instruction offered is yet far from adequate. 

2 A fact lamented by Professor Maguire at the American Association of Law Schools 
1949 Round Table on Taxation. See also Rice, Where Next in State Taxation, 2 
J. Lecat Epuc. 478 (1950). Cf. the attitude shown in Miller, A Tax Program for the 
Undergraduate Law School, 1 J. Lecat Epuc. 573, 575 n. 9 (1949). 

3 See GRISWOLD, op. cit. supra note 1, at ix; Rice, supra note 2, at 480-1. Even the 
services are constructed on a tabular “bird’s-eye view of the statutes” basis, perhaps 
supplemented by local statutes of one state. 

4 As in the case of the authorities referred to in notes 25-77 dre, which are largely 
constitutional law matters. 
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tionary history which might be of general significance, or as conditioned 
by universal propositions of general applicability, has been at a minimum. 

Somewhat more attention has been given to abstract, governing factors 
in the field of federal taxation but, as has been said, with little tendency 
to evolve any group of general principles from these factors. Their dis- 
cussion has, moreover, been spotty and usually of narrow scope. In the 
field of legislative policy and of public policy relating to tax legislation, a 
great deal has been written,® stemming apparently from mounting concern 
over tax rates and the massive total fiscal burden of governmental sup- 
port,® over discrimination in taxation,’ and over the probable economic 
effects of given lines of taxation.* However, a very small proportion of 
this comment has been in legal literature, and the suggestion that public 
finance in its entirety might be considered of significance to the lawyer as 
well as to the economist as a body of principles generally applicable rather 
than merely in isolated cases, has been advanced rarely and with some 
self-consciousness.° 

The student who wants to learn just a little bit of taxation for general 
information and for background in general practice (as he might acquire 
a general grounding in the law of insurance or municipal corporations 
without wishing to acquire specialist training), is met by two difficulties 
at the outset. First is the bibliography of taxation, which is alien in many 


respects to the average lawyer, resting as it does on (a) an exclusively _ 


statutory structure, with a number of specialized conventions pf statutory 
organization and of other complexities all its own, and consisting other- 
wise of (b) an immense body of administrative regulations, of a multi- 
plicity of types unparalleled elsewhere, (c) of a body of case law written 
to a considerable extent by tribunals and under procedural rules not met 
in general practice, and (d) of secondary materials whose patterns have 
been tailored, with some variety even in the tailoring, to fit the specialized 


characteristics of the primary law rather than to conform to the ordinary 


text, encyclopedia, or digest structure. 


5 See the PROCEEDINGS OF THE NATIONAL Tax AssocraTIon (1949), 1 ff. See also 
Macitt, THE Impact oF Feperat Taxes (1943). 

6 See, e.g., Keith and Brown, The Impact and Burden of Wartime Corporate Taxes, 
10 Law & Contemp. Pros. 121 (1943). The bulk of writing on this matter, however, 
is in non-legal journals. Some reference will be made to this non-legal material from 
time to time in the course of this article. 

7 PROCEEDINGS OF THE NaTionAL Tax Association (1949) 42 ff. 

8 See notes 176, 177, 178 infra. 

® E.g., Groves, An Economist Looks at Taxation, 1 Wis. L. Rev. 57 (1950). The works 
in the general field which are available, such as Cootzy aNpD Ery and Finwey (from 
an economic or public finance point of view), treat, it may be supposed, the same prin- 
ciples as did Anam SmirTH; but there is a dearth of literature applying these principles 
to the complex structure of federal taxation. 
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Second is the sheer volume of material and the impossibility of com- 
pressing it descriptively into manageable proportions, so that what is in- 
cluded will be reliable as a clue to what has been excluded.*® Detail is 
here of infinite variety and yet of the essence in formulating a sound 
descriptive approach to any set of tax rules. The space of an ordinary 
textbook of the hornbook type is consumed in preparing a mere “gloss 
on the statute” governing the federal income tax alone.** Teachers have 
despaired of covering the subject adequately for background purposes in 
the time which can feasibly be allotted to the subject in law school,’? and 
practitioners have found recent graduates nearly as ignorant of the prac- 
tical aspects of taxation as in the days before the course was given.** 

It is not proposed here to offer a cure-all for this problem. One hopes 
that the reader has not come so far in pursuit of a vain hope. So far as 
the problem of familiarity with descriptive detail, required so often even 
in a general practice, is concerned, it appears to be “gospel that there is 
no gospel” which will obviate the difficult statutory search and the ensuing 
scrutiny of the treacherous maze of interpretive regulations and case law. 
Nor is it a satisfactory answer to abandon this field entirely to the spe- 
cialist, for in the society of the 1950’s one cannot advise a client as to 
the formation or dissolution of a business, the making of a will, the crea- 
tion of a trust or the outright transfer of property, or the formation of 
a contract or the making or even the receipt of payments thereunder, 
without some consciousness of varying tax consequences of different 
courses of action.** 


10 This is, of course, just one phase of the mounting weight of the tablets of our civili- 
zation generally. Cf. Irvinc, The Mutability of Literature, in his SELECTED WRITINGS 
100, 106-7 (Mod. Lib. ed. 1945), suggesting that the educated man can no more than 
read the reviews of what is important, and will approach the status of a mere walking- 
catalog as the trend continues. 

11 STANLEY AND KILCULLEN, THE FEDERAL INCOME TAx 2 ff. (1948). 

12 Miller, A Tax Program for the ictal Law School, 1 J. Lecat Epbuc. 
573 (1949). 

18 bid. The ever-changing nature of the sali raises a question as to whether time 
is the only problem. It has been said that taxation is the course where the old saw comes 
true, that the law teacher need not bother to change his examination questions from year to 
year; he just changes the answers. Even a study of principles on an approach such as 
that advanced here will, of course, not be the complete answer, as current rules con- 
tinually deviate from the norm which any student may fix in mind from his studies. 
These deviations, however, can be measured the better from a fixed starting point and 
do not alter the principle (which, in its purest from, is stated in “If . . . then” terms) 
so much as they provide abnormal facts for the principle to operate upon and thus 
produce abnormal results by changing the “If’ clause, which alone is subject to 
modification. 

14 Salvemini’s refuge in the “right to be ignorant of the Seiinaiitieatal so useful in 
developing an eclectic policy in general, cultural reading, is then useless here. (GAETANO 
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In these premises it may well be inquired whether underlying the body 
of tax rules in all their detail there are any general, governing principles, 
immutable or relatively so, and common to the several tax laws, or at 
least to the several tax systems. This inquiry acquires some special justi- 
fication from the changes continually being made in the details of tax 
law, and the consequent realization that only general characteristics and 
principles, rather than detailed descriptive knowledge, can be considered 
as reliable guideposts for the future. An additional impetus may be 
derived from current proposals for more sweeping changes in the federal 
tax structure (such as the proposal for a Hoover-type commission to 
revamp the entire system,** the repeated urgings for enactment of an 
integrated transfer tax,’* and the search for new revenue devices to meet 
expanding military mobilization expenses **), and the consequent realiza- 
tion that even the tax specialist may have built on sand, to the extent that 
he has relied on familiarity with specific details of statute and regulation. 

“Tmmutable” is a large claim for any principle, even the most general 
one; but the term may be used in a relative sense, and with the justification 
given it is proposed here to make an inquiry for the relatively immutable 
in tax law. The specific purposes of this article are threefold: (1) to 
collect, restate, and summarize, without any claim whatever to originality, 
what has been proposed, discussed, and adopted as of general applicability 


in previous works ; these principles. will be found to fall largely in the area ° 


of public finance or fiscal policy; (2) to formulate and organize conclu- 
sions to be derived from various random suggestions previously made but 
not exhaustively discussed and not systematized; and (3) to postulate 
some generalizations which may be indicated by primary evidence at hand, 
but which have not, so far as is known, been labeled as general truths 
or attitudes rather than as individual peculiarities of particular decisions 
or rules. Throughout there must be a good deal of variation in the 
mutability or enduring quality of the general propositions examined, and 
some attempt will be made, by way of conclusion, to segregate those ob- 
viously peculiar to one society, one governmental structure, one era, or 
one philosophy. 
SALvEMINI, What is Culture, in his HistorIaN AND Scientist 165, 180, 181 (1939), 
noted in Vanderbilt, Report on Pre-legal Education, 25 N. Y. U. L. Q. Rev. 199, 273 
1950) ). 
' 15 ° P-H Lawyer’s WEEKLY Report, Major Tax Revision? §2 (June 12, 1950). 
16 See note 186 infra. 


17 See Macitt, THE Impact or Feperat Taxes c. 1 (1943); Blough, Problems of 
Corporate Taxation in Time of War, 10 Law & Contemp. Pros. 108 (1943). 
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DEFINITIONAL PRINCIPLES 


It is fundamental to this study and of the essence of the subject of 
taxation, that it is not a new subject; that interest in its problems and 
complexity of their solutions have waxed and waned with the requirements 
of public finance attending the rising and declining stages of previous 
empires. When that “primordial protoplasmal atomic globule”’ first divided 
itself into two, it was probably because a revenue agent demanded half. 
Tithes were accepted as a matter of course in Biblical days; ** Gibbon 
finds the Romans of the Augustinian age unsurprised, though not com- 
placent, over the imposition of an estate tax;** and the entire structure 
of Anglo-American property law rests historically on a system of feudal 
incidents of tenure which were not called taxes but which were in essence 
no different from estate and inheritance taxes,”° from such miscellaneous 
excises as the stamp taxes on conveyances, and from the familiar “better- 
ment” assessments attending the construction of sidewalks or sewers. The 
initial objective of this study should then be a definitional structure di- 
vorced so far as possible from time and place, even though the examples 
used must be largely localized. 

Taxation is the exercise of the power of government to exact eco- 
nomic contributions from those under its control, in order to meet govern- 
ment expenses or for other purposes. 

The powers of government have not been definitively listed, and it 
may be as difficult to do this as, for instance, to prepare an inclusive list 
of charitable purposes. The principal governmental powers, however, as 
usually listed, are the war power, the taxing power, the power of eminent 
domain, and the police power. To these should probably be added the 
power of self-administration, which covers not only proprietary matters 
but also a multitude of arbitrary determinations of personnel, organiza- 
tion, and procedure. This, however, obviously relates to government’s 
existence as an operating entity and not to the exercise of governing — 
functions. The power of eminent domain is similarly specialized, being 
largely collateral to the exercise of functions of self-administration, direct 
or indirect. The war power’s significance, on the other hand, is limited 
time-wise. In time of war many of the normal restraints, constitutional 
or otherwise, on the exercise of the usual governmental powers are greatly 
relaxed or vanish. 

Considering the powers mentioned as special cases, there remain two 


18 At least as early as the Psalms. The taxes referred to in the New Testament (e.g., 2 
Luxe 1-4) were of course Augustine and later. 

19 Grppon, DECLINE AND FALL oF THE RoMAN Empire 125 (vol. 1, Heritage ed. 1946). 

20Cf. Leach, CASES AND TEXT ON THE Law or Wats 1 (2d ed. 1949). 
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which encompass the usual contacts of governmental power: the taxing 
power and the police power. There will be occasion below to note some 
overlapping of these, but a rough distinction may be made by noting that 
the police power is power exercised for the benefit of the governed—in- 
dividually, severally, or collectively—while the taxing power is exercised 
for the benefit of the government. The police power comprises the 
activities of government in discharge of its duties, however determined, 
while the tax power is the area of governmental privilege of self-support, 
and government, rather than the governed, is the beneficiary of its exercise. 

The police power tends to be amorphous and to possess a scope which 
shifts with the changing complexions of political and social history. The 
immense areas of economic and social regulation, manipulation, and re- 
construction, now taken largely for granted, can be fit with difficulty into 
the “public health, safety, morals, and general welfare” molds of a century 
or a century and a half since; but what theoretical justification has been 
accorded these functions rests on the police power and largely on the 
flexibility of the “general welfare” concept.” 

Whether because of the shifting and heterogeneous character of the 
police power in its various manifestations, or because the taxing power 
is the sole instance in normal, every-day affairs of government « rating 
for government’s sake, taxation has been described as the perfect medium 
for the study of governmental functioning in general and of the various 


factors which go into the application of governmental power to the in- 


dividual.” It certainly affords an excellent cross-section of legislative ac- 
tivity and of its ingredients; of administrative agencies, functioning qua 
legislature, gua executive, and qua judiciary, and organized as part of the 
executive departmental structure as independent administrative commis- 
sions, or as exclusively judicial tribunals; and of courts, engaged in the 
process of statutory evaluation, interpretation, and application in an elusive 
and kaleidoscopic factual background, and operating according to the 
various canons of judicial self-restraint or of legislative obligation which 
may move them. This picture may provide a procedural clue to the sub- 
division necessary to make a study of the general principles of taxation 
coherent and intelligible. 

The procedural elements of the taxing process are the levy, a legislative 
function, and assessment and collection, both executive functions. All 
three steps as exercised are subject to re-examination as to their sub- 
stantive and procedural propriety, and this is a judicial function. 

Chronologically, the first step in the exercise of the taxing power is 

21 See collections of authorities in WmLLouGHBY, ConSTITUTIONAL Law c. 82, 83 (1930), 


and RorrscHAEFER, CONSTITUTIONAL Law c. 15 (1939). 
22 By Professor Kenneth C. Davis. 
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the levy, which is a legislative act determining generally that a tax shall 
be paid on the happening of a condition specified, or according to some 
other standard of measurement of general applicability.* The levy process 
is governed by certain general principles relating to the existence and 
extent of the power of levy, to the types of revenue structure possible, 
and their relative desirability, and to other purposes which may be served 
by different taxing measures. These principles may be grouped together 
for study as Principles of Levy. 

After the legislative yardstick has been fixed for any tax, the next step 
is the determination of all cases which factually fit the established meas- 
ure—the act of assessment; and the last step is to collect the individual 
taxes so assessed. Both these are executive functions, often the responsi- 
bility of a single official, whether called the assessor or the collector ; they 
are governed by principles which can be grouped for study as principles 
of executive tax administration. These principles cannot be considered 
entirely apart from the case-law rules formulated from judicial review 
of the executive processes, and where this overlap occurs, and the last 
word has been judicially uttered, the entire topic will be reserved for study 
as a phenomenon of judicial administration. 

Every step of the taxing process, legislative or executive, is subject to 
judicial review as to propriety. Where courts have disclaimed power or 
responsibility for final determination of policy, the governing principles 
remain legislative or executive in source; but where the ultimate test has 
been defined by judicial determination, those principles become judicial 
in source, as in most fields of our case law. This common law of taxation 
in its present state of development will be the final topic to be discussed 
here, and must in its nature to be treated somewhat more lengthily than 
the purely legislative or purely executive principles. 


I. PrincipLtes oF Levy 


A. THE Power To IMPOSE THE TAX 


Of the principles which guide a legislature in determining its tax de- 
cisions, the first to be considered are directed to the question: can we 
lay this tax? The question, should we lay this tax, logically arises later. 
The definition of taxing power is, of course, partly a constitutional matter, 
and thus peculiar to the local statutory situation. The American consti- 
tutional structure will be assumed as a given factor in treating constitu- 


28 Individual, spot levies as distinct from the generic description of taxable things or 
facts are not intrinsically impossible; but a legislature which imposed such levies would, 
it seems, be engaged in executive rather than legislative action. The point raises the 
issue of the character of so-called private legislative acts. 








274 TAX LAW REVIEW [Vol. 6: 


tional principles.** The first, however, to be stated are principles existing 
independently of constitutional limitations. 

Taxing jurisdiction is territorial in its extent, and the legislature must 
select something within its governed territorial limits as the determining 
factor of the tax levy. 

This is not a proposition peculiar to taxation but is a specific application 
of the general canon of jurisdiction, that a government may govern and 
a legislature may legislate, only within the boundaries of the state.** Thus 
the legislature must, in creating a new tax obligation, find some peg 
within the state on which it may be hung. Ultimately, of course, this 
means, as any jurisdictional requirement does, that there must be available 
within the state’s territorial boundaries something—person, property, or 
activity—of sufficient, potential leverage to be used as a tool, if need be, 
to coerce the payment of the tax.® This in turn is both too broad and 
too narrow as a definition of the limits of taxing power as a matter of 
practice. 

First, to narrow it, it must be read in the context of collateral con- 
stitutional limitations, such as due process, on the permissible scope of 
such coercive leverage.** Second, to broaden it, it must be noted that 
courts do not always require an effective collection basis as a condition 
to approval of a tax on the question of jurisdiction. Far less will suffice 
as an excuse for the tax in some cases, and it is common to test the justi- 


fying element from the point of .view of reasonableness rather than of 


leverage potential.”* 


241It is to be noted that Dicey’s Anglo-oriented classic on THE Conriicr or Laws, 
even in the late sixth edition (Morris, London 1949), contains no study of the subject 
of tax jurisdiction. This may indicate that constitutional aspects of this field are more 
basic than they are considered to be here. ; 

25 Cf. Goopricn, Conriict or Laws 98, n. 1 (3d ed. 1949). 

26 This is taken to result from the general concepts of state jurisdiction as developed 
in Beate, Conriict oF Laws, and in RESTATEMENT, ConFuict oF Laws (though they are 
not treated in detail in Goopricu, and Dicey takes court jurisdiction as a starting point). 

27 Examples of enforcement clearly bad under this principle but available through the 
undiluted power-base of jurisdiction, spring readily to mind. The practices in current 
and recent European police states of coercing action extra-territorially through such 
levers as relatives in the jurisdiction, by attainder, corruption, and other threats more 
commonly associated with kidnappers, will indicate that without an effective interstate 
sanction for limitations the full use of leverage power must be contemplated as within 
the realm of possibility. These jurisdictional limitations as applied to courts have crys- 
tallized the cleavage between “may” and “ought not” at about the line of the Salton Sea 
Cases, 172 Fed. 792 (1909), cert. denied, California Development Co. v. New Liverpool 
Salt Co., 215 U.S. 603 (1909), 23 Harv. L. Rev. 390 (1910); see also, Vineyard Land 
& Stock Co. v. Twin Falls S. R. L. & W. Co., 245 Fed. 9 (1917); Niagara Falls I. 
Bridge Co. v. Grand Trunk Ry. Co., 241 N.Y. 85, 148 N.E. 797 (1925); cf. Gunter v. 
Arlington Mills, 271 Mass. 314, 171 N.E. 486 (1930). See Beale, Jurisdiction of Courts 
over Foreigners, 26 Harv. L. Rev. 283, 294 (1913); Beale, Equity in America, 1 CENT. 
L. J. 21, 27 (1921). Cf. RestareMent, Conriict or Laws §97. 

28 See, e.g., Capital Construction Co. v. City of Des Moines, 211 Iowa 1228, 235 N.W. 
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The territorially contained tax justification may be the mere existence of 
a person or thing, in which case the tax is called direct, or it may be the 
happening of any other event than mere existence, in which case the tax 
is called indirect. 

The notion behind this principle, which is a mere definitional segrega- 
tion in terms, is that the legislature imposes a tax on a person, creating 
an in personam right of the state to payment, or on a thing, creating an 
in rem right to payment. In either case, if the tax is levied on the person 
or thing without any collateral justification, it is direct; *° but if it is levied 
on the person or thing because of some outside circumstance, the taxing 
power travels, not directly from state to object taxed but along a crooked 
path, from state to justifying circumstance to object taxed, and so the 
tax is indirect.*° This distinction has some constitutional importance, and 
there is also an important corollary to the reasoning affecting the collec- 
tion procedures permissible. 

A tax on a person, direct or indirect, creates an in personam right and 
can be enforced through in personam procedures, but a tax on a thing 
creates only an in rem right, and can be enforced only through in rem 
channels and procedures, and cannot be enforced in personam unless there 
is some collateral basis for imposing in personam liability. 

Almost all indirect taxes are levied on some person, though it may 
sometimes be found more convenient (apparently the deciding factor) to 
lay imposts and export duties in rem as a matter of enforcement.** The 
test of jurisdiction, if the tax is levied on a person, becomes the availability 


476 (1931) ; Utah v. Aldrich, 316 U.S. 174 (1942) ; Wheeling Steel Co. v. Fox, 298 U.S. 
193 (1936) ; First Bank Stock Co. v. Minnesota, 301 U.S. 234 (1937). See Beale, Juris- 
diction to Tax, 32 Harv. L. Rev. 587 (1919); Powell, Business Situs of Credits, 28 
W. Va. L. Q. 89 (1922) ; Note, 84 U. or Pa. L. Rev. 794 (1936). The authorities on the 
general problem of jurisdiction are best collected in GoopricH, op. cit. supra note 25, 
c. 3, and MaGiILt AND MacGuire, CASES ON THE LAW oF TAXATION c. 8 and 9 (4th ed. 
1947). 

2° Springer v. United States, 102 U.S. 580, 602 (1880). The line of this distinction 
has not always been in black and white on the books. See Dawson v. Kentucky Distil- 
leries & Warehouse Co., 255 U.S. 288 (1921); Bromley v. McCaughn, 280 U.S. 124 
(1929) ; Pollock v. Farmers’ Loan & Trust Co., 157 U.S. 429, 158 U.S. 601 (1895) ; 
cf. Raymer v. Comm’r, 239 Mass. 410, 132 N.E. 190 (1821) ; Thompson v. McLeod, 112 
Miss. 383, 73 So. 193 (1916). See also Brown, The Nature of the Income Tax, 17 MINN. 
L. Rev. 127 (1933) ; Jones, Pollock v. Farmers’ Loan & Trust Co., 9 Harv. L. Rev. 198 
(1895), SHuttz (AMERICAN Pustic FINANCE (5th ed. 1949)), in a note at page 198, 
traces the use of these terms to the Physiocrats, and points out that their meaning has 
been greatly confused and that present usage is far from the original sense of the terms. 

80 The word “excise” is a fair synonym for “indirect tax,” though it is used in several 
senses of varying breadth. See GoopricH, op. cit. supra note 25, §57; MaGILL AND 
Macurre, op. cit. supra note 28, at 269. Patton v. Brady, 184 U.S. 608 (1902) contains 
an excellent judicial discussion of the definition. 

31 This is the source of the “United States v. One Rum Bottle” type of case. 
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of a peg on which to hang a personal obligation of the taxpayer, 1.e., has 
he entered the state, personally or in his activities, sufficiently to justify 
making him personally liable for the tax? ** The line drawn by application 
of this test is nebulous; but its existence is proved and its approximate 
location is fixed by the clearer case of the direct tax on property which 
manifestly creates only an im rem right rather than a personal obligation 
of the owner, so long as the mere existence of the property within the 
state is the criterion of taxability. Legislative imposition of personal 
liability of the owner must be merely exhortatory, it seems, in the absence 
of some collateral excuse for doing so, such as personal presence or activity 
within the state.** This is fundamental to the definitions of im personam 
and in rem jurisdiction ; but the courts have on occasion failed to observe 
that the question is not one of reasonableness, but one of power.** 

All taxes must be levied uniformly within the taxing jurisdiction, except 
that under the United States Constitution direct taxes of the Federal 
Government must be apportioned according to population. 

The requirement of uniformity, whether or not made explicit, positive 
law in the local constitution,®* is basic to the law of taxation, so that tax 
laws which are discriminatory as to individuals, if they do not fail in 
administration, are always stricken down by the courts or withdrawn by 
the legislatures themselves.*® An extension on this fundamental canon of 
jurisdiction is the legislative principle of fairness, to be discussed below. . 
The constitutional requirement of apportionment of federal direct taxes 
has in practice prevented the imposition of federal direct taxes, pro 
forma.” 


32 Under the principle of Pennoyer v. Neff, 95 U.S. 714 (1877). See Dewey v. Des 
Moines, 173 U.S. 193 (1899) and New York v. McLean, 170 N.Y. 374, 63 N.E. 380 
(1902), illustrating the requirement, and Greenbaum v. Commonwealth, 147 Ky. 450, 144 
S.W. 45 (1912) and Horn Silver Mining Co. v. New York, 143 U.S. 305 (1892), for 
examples of its satisfaction; caveat, however, the present weight of the latter case today. 
See Goopricu, op. cit. supra note 25, §59, and authorities there cited. 

33 Winchester v. Stockwell, 75 N.H. 322, 74 Atl. 249 (1909); Note, 44 Harv. L. Rev. 
1265 (1931). See also Nottingham v. Newmarket Mfg. Co., 84 N.H. 419, 421, 151 Atl. 
709, 710 (1930). But cf. Tobey v. Kip, 214 Mass. 477, 101 N.E. 998 (1913); see also 
Gallup v. Schmidt, 154 Ind. 196, 56 N.E. 443 (1899), aff'd, 183 U.S. 300 (1902) semble, 

34 Nickey v. Mississippi, 292 U.S. 393 (1934) is the horrible example of this judicial 
lapse. 

85 U. S. Const. Art. I, §8(2). See on the subject of discriminatory taxation, HENDER- 
son, INTRODUCTION TO INCOME TAXATION §12 (1943). 

36 By the original legislature, or if it fails to do so, by the successors of those who- 
thus sealed their political doom. See also Grosjean v. American Press Co., 297 U.S. 233 
(1936). 

87 As a practical matter, except for a brief experiment in realty taxation during the 
Civil War, no direct poll or property tax has been imposed nationally. Even in the 
federal territories the question is troublesome. See Binns v. United States, 194 U.S. 
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A tax which imposes discriminatory burdens according to a reasonable 
classification is valid, so long as uniformity is maintained within proper 
classification categories. 

This proposition is no more in essence than that the legislature may 
select as narrow a factor as it wishes for determining taxability, so long 
as there is no discrimination in terms among individuals.** Another way 
of putting it is that a tax on all who meet qualification .4 is really a dif- 
ferent tax from that on individuals who meet qualification B, if the quali- 
fications are reasonable ones legislatively selected. so that each tax may 
stand on its own feet in meeting the requirement of uniformity. The 
flaw in this principle, however, is that the limitation of reasonableness 
introduces an indefinable element, and removes the problem in some cases 
from the area of testing under established precept to that of judicial de- 
termination which is necessarily to a certain extent ad hoc. That is, the 
requirement of reasonableness itself deprives this principle of a certain 
portion of that uniformity of application to differing statutes which it 
requires of those statutes in their application to individual taxpayers.** 

Under the United States Constitution there are certain arcas, otherwise 
within the area of proper taxation, which are reserved respectively from 
the taxing jurisdiction of the states or of the Federal Government. 

This is a purely local restriction, including such items as export duties 
forbidden to the Federal Government,* import and export duties restricted 
as to the states,*’ and subjects forbidden the states when the Congress 
exercises its exclusive legislative powers over them.** The most important 
example of the last type is interstate commerce, which has provided a 


486 (1904): Black. Tax Uniformity and the Incorporated Territories, 26 Gro. L. J. 343 
(1938). On the possibilities of approaching direct taxation, see Brandeis. J.. in Dawson 
v. Kentucky Distillerics & Warchouse Co., and other cases cited, note 29 supra. 

58 See Bell's Gap Railroad Co. v. Commonwealth of Pennsylvania, 134 U.S. 232 (1890) ; 
Watson v. State Comptroller, 254 U.S. 122 (1920); Madden v. Kentucky, 309 U.S. 83 
(1940): Powell, Supreme Court Condonations and Condemnations of Discriminatory 
State Taxation, 1922-1925, 12 Va. L. Rev. 441 (1926). 

88 Compare McLin v. Protective Ass'n, 105 Fla. 169, 141 So. 147 (1932) and Colonial 
Investment Co. v. Nolan, 100 Fla. 1349, 131 So. 178 (1930) uith Perkins v. Westwood, 
226 Mass. 268, 115 N.E. 411 (1917), Shivel v. Kent Co. Treasurer, 295 Mich. 10, 294 
N.W. 78 (1940) and with Apartment Operators’ Ass'n v. Minneapolis, 191 Minn. 365, 
254 N.W. 443 (1934), Posadas v. Warner Barnes & Co., 279 U.S. 340 (1929) semble. 
A number of other contrasts are shown in MaGILL AND MAGUIRE, op. cit. supra note 28, 
at 166-182. 

#0U. S. Const. Art. I, §9(5). 

#1 Jbid. at Art. I, §10. 

#2 Tbid. at Art. I, §8. See on specific aspects of this subject. Plehn, Taxation of National 
Banks, 17 Cauir. L. Rev. 357 (1929): Powell, Taxation of Things in Transit, 7 Va. L. 
Rev. 167 (1920). For a fuller discussion and reference to authorities, see RoTtscHAEFEtR, 
ConstituTIONAL Law c. 9-10 (1939). 
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spate of case law in judicial definition of the area covered by the restric- 
tion.** The constitutional requirements as to apportionment and uni- 
formity of federal direct and indirect taxes should also be noted here, 
though they do not expressly interdict taxing areas as distinguished from 
taxing procedures.** 

In the United States there are certain inter-governmental and other 
immunities which withdraw from federal and state taxing power some 
items otherwise includible on the basis of territorial jurisdiction. 

The area of inter-governmental immunity from taxation is ill-defined, 
and certainly not so broad as it was thought to be twenty years ago. It 
remains the most important local immunity, however. Such others, as 
the doctrine of irreducible judicial compensation ** and the exemption of 
federal bond interest from federal taxation,** have largely vanished. The 
income tax immunity of personal compensation of government employees 
is gone,*” and the exemption of state and municipal bond interest from 
federal taxation is under some attack,** though there may be a constitu- 
tional bar to its removal.*® It would seem that there is an irreducible area 
of immunity, where the power to tax is direct and not incidental (and so 
is really the power to destroy ~) which must be preserved if the dual 
sovereignty of the federal system is to remain more than an historical 
token. Just what this minimum is depends on whether collateral controls 


on abuse of taxing power as an agency of inter-governmental persecution, 


blackmail, or regulation are maintained. This is not presently an area of 
concern, but in formulating the principle of immunity the existence of the 
boundary must be indicated. 


43 See ROTTSCHAEFER, Op. cit. supra note 42, §§148-152 and cases cited; WILLoUGHBY, 
CONSTITUTIONAL Law c. 38 (2d ed. 1930); Powell, Indirect Encroachment on Federal 
Authority by the Taxing Powers of the States, 31 Harv. L. Rev. 321 et seq. (1918). 

#4 The practical effect of the apportionment provision has already been noted. 

45 Evans v. Gore, 253 U.S. 245 (1920) and Miles v. Graham, 268 U.S. 501 (1925) 
have been by-passed by amendments to I.R.C. §22(a) under the encouragement of 
O'Malley v. Woodrough, 307 U.S. 277 (1939). 

46 See I.R.C. §22(b) (4) and §25(a)(1) and (2) on this point. There are no exemp- 
tions on bonds issued since March 1, 1941; Public Debt Act of 1941, c. 7, §4, 55 Srar. 7. 

47 Helvering v. Gerhardt, 304 U.S. 405 (1938); Graves v. New York, 306 U.S. 466 
(1939). 

48 Comm’r v. Shamberg’s Estate, 144 F.2d 998 (2d Cir. 1944), cert. denied, 323 U.S. 
792 (1945) ; Comm’r v. White’s Estate, 144 F.2d 1019 (2d Cir. 1944), cert. denied, 323 
U.S. 792 (1945). But see New York v. United States, 326 U.S. 572 (1946). See Srmons, 
PERSONAL INCOME TAxaTION 175 ff. (1938). 

#9 Cases cited note 48 supra. See also generally, Powell, The Remnant of Intergovern- 
mental Tax Immunities, 58 Harv. L. Rev. 757 (1945). 

50 See in addition to Marshall’s and Holmes’ winged dicta, Cardozo’s opinion in Fox 
v. Standard Oil Co. of New Jersey, 294 U.S. 87 (1935). It seems that the power is not 
a power to destroy in any constitutional sense if the tax is not direct and not dis- 
cr minatory. 
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A state may sometimes be permitted through subterfuge to reach objects 
of taxation not directly subject to its jurisdiction, notwithstanding any 
limitations normally contained in the principles above. 

The lesson of this principle is that when jurisdictional limits become a 
matter of judicial application rather than of probing the extent of in- 
herently finite power to enforce, any rule must be prefaced with the quali- 
fying term “usually” or “normally.” Especially is this true when the 
taxing state possesses complete sovereignty, and the application of a limit- 
ing principle becomes a matter of governmental self-restraint through the 
judicial branch. One-party control continued long enough for a bench 
panel to be developed politically in uniform accord with the administra- 
tion, is likely to be marked by some relaxation of jurisdictional limits 
based in ethics or tradition rather than in a recognition of the insuperable 
limits to absolute power. Examples of the working of this principle are 
found in the taxes on “doing business” measured by extraterritorial re- 
ceipts,°’ and, most conspicuously, in the “compensated use tax”’ device for 
reaching interstate commerce with state taxation.** These devices have 
succeeded, more or less, due to extraordinary complaisance manifested 
by the adjudging court. Maryland, however, met with difficulty in en- 
forcing an extraterritorial withholding requirement, which apparently 
passed the bounds of naked power to enforce, except by a system of 
collateral persecution untenable on any view of interstate comity. 

There is nothing inherent in the principles of tax jurisdiction to prevent 
overlapping or duplicating taxation of the same subject by two or more 
states, so long as, under the principles stated previously, each has some 
basis for taxing the person or thing to be taxed. 

Overlapping and duplicating taxation are not only possibilities but are 
commonplace in the contemplation of American tax structures, and oc- 
casion concern only when the aggregate burden is extraordinarily severe, 
as when the total taxes imposed approach or exceed the total value of the 
property in respect to which they are laid, or when the duplication is 


51 See the address of Harold J. Gallagher, President of the American Bar Association, 
Improving the Administration of Justice, 36 A.B.A. J. 900 (1950), on this point. 

52 See Powell, Indirect Encroachment on Federal Authority by the Taxing Powers of 
the States, 31 Harv. L. Rev. 321 et seg. (1918); Powell, New Light on Gross Receipts 
Taxes, 53 Harv. L. Rev. 909 (1940) ; Hellerstein, State Franchise Taxation of Interstate 
Businesses, 4 Tax L. Rev. 95 (1948). 

58 Henneford v. Silas Mason Co., 300 U.S. 577 (1937). See also McGoldrick v. Berwind- 
White Mining Co., 309 U.S. 33 (1940). 

54 Litigation has not yet proceeded to a reported decision at this writing. Press specu- 
lation raises the point that power, in the sense discussed in note 27 supra, may in some 
cases exist and that highway privileges might be denied to delivery trucks of non- 
complying Delaware merchants. 

55 In re Dorrance’s Estate, 309 Pa. 151, 163 Atl. 303 (1932); In re Dorrance, 115 
N.J. Eq. 268, 170 Atl. 601 (1934); Dorrance v. Pennsylvania, 287 U.S. 660 (1932) ; 
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such as to interfere with collectibility of the total tax.°° In such cases 


there are possibilities of relief through such procedures as interpleader in 
the federal courts,®” but those are closely circumscribed.** Considerations 
of comity among states, in the absence of a sovereign control, should 
operate to minimize overlapping and duplication, but such factors are 
actually of dubious reliability." A prime characteristic of the power to 
tax, then, is that it is not atomic and integral, and that the taxpayer 
permits his affairs to cross state boundaries at his peril.” 

A tax may be levied for the purpose of producing revenue, or for some 
collateral (police) purpose, or for a combination of these purposes, and 
the rules governing the validity of the levy may vary depending on the tax 
purpose manifested or found to motivate it. 

A tax may serve a useful police purpose, not only because if its rates 
are so high as to be economically prohibitory it may serve as a substitute 
for or a supplement to a directly prohibitory measure,” but also because 
a tax at a nominal rate may produce some useful cataloging and other 
data concerning given activities through the medium of tax returns, and 
these records may themselves aid in the regulatory purpose.® Here the 
justification is partly that vice or quasi-vice is a lesser hazard to the com- 
munity when we have information about it, and partly that cases of tax 
evasion or non-compliance with return requirements will be the concern 


Dorrance v. Thayer-Martin, 298 U.S. 678 (1936). See Note, Avoidance of Double Death 
Taxation on Estates and Trusts, 95 U: or Pa. L. Rev. 701 (1947). See also Northwest 
Airlines v. Minnesota, 322 U.S. 292 (1944); Goopricn, op. cit. supra note 25, §§49-64 
passim. 

56 Texas v. Florida, 306 U.S. 398 (1939). 

57 Interpleader itself is apparently not available under the present Act (Worcester 
County Trust Co. v. Riley, 302 U.S. 292 (1937)) in spite of hopes entertained under the 
statutory language (Chafee, The Federal Interpleader Act of 1936, 45 Yate L. J. 1161, 
1169 ff. (1936) ), but an extension of this procedure seems the brightest hope for relief 
of the problem. 

58 Texas v. New York, 300 U.S. 642 (1937), refusing relief in the Texas v. Florida case, 
supra note 56, in absence of a showing of a conflict as to collection of both taxes. 

58 On the possibilities of arbitration and intervention, see Note, Interstate Arbitration 
of Death Taxes, 30 B.U.L. Rev. 396 (1950). See also Note, Reciprocal and Retaliatory 
Tax Statutes, 43 Harv. L. Rev. 641 (1930); Note, Reciprocity in Non-domiciliary In- 
heritance Taxation of Intangibles, 26 Iowa L. Rev. 694 (1941). See also HENDERSON, 
INTRODUCTION TO INCOME TAXATION §10 (1943) and Business WEEK, Tax Pacts, 4 
(Mar. 18, 1950) on international treaties. 

60 Whether the policy of the privileges and immunities clause and its guarantee of 
interstate citizenship is offended by this result seems academic so long as its specific 
area of protection is not invaded. 

61 E.g., the federal excises on phosphorus matches, I.R.C. §2650; narcotics, I.R.C. 
§2550 ; and machine gun sales, I.R.C. §2700. 

62 F.9., the license taxes imposed on entertainment establishments, liquor dealers, and 
boxing matches. 
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of tax collecting officials, who will thus supplement the forces available 
to enforce purely police measures.® 

It is true that a tax imposed primarily for revenue purposes may have 
an incidental regulatory effect, intended or not, and that regulatory taxes 
may yield some revenue. Courts thus have some difficulty in differentiat- 
ing the two types of tax. Where revenue purposes are found to be primary, 
the levy will be judged according to the limitations of the taxing power ; 
where a regulatory purpose is primary, it will be done according to police 
power canons.** In between, of course, is an inevitable penumbral area 
of ambiguous, legislative purpose and unpredictable, judicial evaluation. 

A general revenue tax is not subject to complaint as to the amount of 
the levy, except, rarely, where special local constitutional restrictions apply 
to the tax rate; but a tax for a special revenue purpose is subject to com- 
plaint either as to the validity of the contemplated expenditure or as to 
the appropriateness of the tax design to that of the expenditure to be 
supported. 

State constitutional limits on the tax rate, like those on borrowing, are 
usually designed to enforce government economy.® Except where such 
provisions exist, however, citizens and taxpayers have no standing for 
direct attack on the quantity of government taxing or spending.“ The 
political remedy of replacing the legislature—however small its value to 
the individual citizen—is exclusive. 

Where the legislature specifically earmarks a particular tax for a par- ~ 
ticular expenditure,” it thereby provides a handle which may be seized 
by an attacking taxpayer. If it is then shown that the purpose for which 
the money is to be spent is invalid, the tax fails with the spending project.” 
The same result follows if either the spending purpose or the levy is 
localized or restricted so that they are not co-extensive,” as there is a 

63 The latter may be advantageous not only in augmenting the numbers of enforce- 
ment personnel but further in improving their calibre, as the state executive branch is 
likely to be more consistent in providing an energetic and efficient tax collection agency 
than in insuring similar quality in the police force. 

64 Including in the United States due process requirements and the limitations in the 
federal system on regulation or, as the case may be, on discriminatory regulation of 
certain people, things, or activities by one government or the other. 

85 People v. N. Y., C. & St. L. R. R. Co., 353 Ill. 518, 187 N.E. 443 (1933). Cf. 
Dowling v. Board of Assessors of Boston, 268 Mass. 480, 168 N.E. 73 (1929). See Note, 
45 Harv. L. Rev. 704 (1932). 

86 People v. C. & A. Ry. Co., 289 Ill. 282, 124 N.E. 658 (1919) ; Miller v. State Apple 
Commission, 296 Mich. 248, 296 N.W. 245 (1941); Green v. Frazier, 253 U.S. 233 
(1920) ; See McAllister, Public Purpose in Taxation, 18 Cauir. L. Rev. 137 (1930). 
Cf. United States v. Realty Co., 163 U.S. 427 (1896). 

87 As is sometimes done to curb the executive’s spending authority or in case of tem- 
porary or very specialized spending projects. 

68 United States v. Butler, 297 U.S. 1 (1936). 


89 State v. Lafayette Fire Ins. Co., 134 La. 78, 63 So. 630 (1913) ; Comm’rs v. State 
ex rel. Shields, 155 Ind. 604, 58 N.E. 1037 (1900). 
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general prohibition against taxing Peter to spend on Paul.”® Complaint 


may also be made if the amount to be raised by the levy is patently in 
excess of that needed for the spending purpose,” and perhaps even if the 
levy is excessive considering funds on hand in the taxing unit’s treasury,” 
though this is a matter of some doubt * and probably is inapplicable at 
the federal or state level, whatever its force as to local taxation. 

A regulatory tax is subject to complaint if the rates levied, or the amount 
to be derived, should be incommensurate with the regulatory purpose to be 
served, or if because the rates are discriminatory or otherwise, they should 
offend constitutional limitations on the exercise of the police power. 

Complaint that the rates levied by a regulatory act are unreasonable or 
unrelated to the police purpose are permitted, but it is obviously rare 
that such a complaint can be sustained by adequate proof, in view of the 
great flexibility of legislative judgment as to what may or may not be 
required to meet a given evil found to exist. Chances of a successful 
complaint under the other portion of this canon are greater, but this of 
course amounts to little more than a restatement of the proposition that 
police power rules govern regulatory taxes and thus an incorporation by 
reference of the great body of constitutional law rules relating to police 
regulations.” 

A legislature may not retroactively impose a new levy on something 
previously untaxed, but it may retroactively alter the terms of levv on 
matter already subject generally to the tax. This is true even though the 
retroactive change amounts to a dual levy on the same subject matter ; there 
is no general objection to non-discriminatory double taxation. 

The line drawn here is between changing the basis of levy ** and merely 
altering the details of application of an existing levy. Analytically, there 
is no distinction contained in this verbalism, and as may be expected in 
such a case, there is some judicial disagreement as to the existence of the 
distinction."* Without taking some such distinction into account, the dis- 


70 Applicable, of course, only where the difference between Peter and Paul is specific 
and express. 

71 People v. I. C. R. R. Co., 266 Ill. 636, 107 N.E. 803 (1915) ; Kaw Valley Drainage 
Dist. v. Zimmer, 141 Kan. 620, 42 P.2d 936 (1935). 

72 People v. N. Y., C. & St. L. R. R. Co., supra note 65. 

73 Dowling v. Board of Assessors of Boston, supra note 65. 

™ Foote & Co. v. Stanley, 232 U.S. 494 (1914). 

75 See Powell, supra note 38; RorrscHAEFER, op. cit. supra note 21; WiILLouGHBy, 
op. cit. supra note 21, and authorities cited. 

7 Untermyer v. Anderson, 276 U.S. 440 (1928). See also Nichols v. Coolidge, 274 
U.S. 531 (1927) ; May v. Heiner, 281 U.S. 238 (1930) ; and Hassett v. Welch, 303 U.S. 
303 (1938) as to application of the policy against retroactivity in construction. 

77 Milliken v. United States, 283 U.S. 15 (1931). 

78 See Stimson, Retroactive Application of Law, 38 Micu. L. Rev. 30 (1939) ; HENDER- 
SON, op. cit. supra note 59, §11. 
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agreement would have to be treated as a split of authority. The principle 
as stated inclines a little further toward existence of retroactive taxing 
power than the distinction as usually enunciated would indicate; but it is 
believed that the shading of this statement accurately expresses what the 
legislature can effectively accomplish. 

Changes in tax rates as well as in administrative provisions, retroactive 
to the beginning of the current tax year, are commonplace ” and present 
no problem if accomplished within the structure of an existing tax. 
“Double taxation” as an objection has some epithet value in the legislative 
forum, but in measuring taxing power the only limitation is on discrimi- 
natory taxation, and double taxation is objectionable only when it involves 
a dual assessment on one taxpayer and only a single one on another 
similarly situated taxpayer.** 


B. LEGISLATIVE TAX PoLicy AND THE REVENUE STRUCTURE 


Herein must be considered both those principles which actually regulate 
legislative tax policy and those which should govern it. Most of the cori- 
siderations operative in this area have long been debated by economists, 
and they have thus acquired relatively standardized terminology and 
taxonomy. It will accordingly be most convenient to arrange and state 
them here under their common verbal labels, testing desirability against 
practice in each case. First of all, however, and underlying all the others, . 
is the principle that there should be a principle, and this will be used as 
the starting point. 

The legislature should build the state’s revenue structure according to 
uniform and explicit general principles, consistently followed, measuring 
each proposed change against all the standards previously erected, and 
adopting no new law except upon consideration of its over-all policy 
significance. 

The operative verb in this statement is advisedly “should,” for this 
principle bids fair to be at once the least controverted and the most vio- 
lated of any in the tax field. The violation of this principle has been 
frequently bewailed as to taxation and as to other legislative programs,” 
and there have indeed been few measures which escaped criticism accord- 
ing to one or another standard of consistency. Examples of the observance 


7 United States v. Hudson, 299 U.S. 498 (1937). See Note, 52 Harv. L. Rev. 692 
(1939). 

80 The existence of the “basic” and “additional” federal estate taxes is in part a monu- 
ment to this distinction in the law of retroactivity. On the retroactive changes in the 
1950 Act as to corporations, see Business WEEK, Stopgap Bill Hits Opposition, 64 
(Aug. 5, 1950); Business WEEK, New Tax Law Shaping Up, 26 ‘(July 1, 1950). 

81 Patton v. Brady, 184 U.S. 608 (1902). See Seconp INSTALLMENT of this survey. 

82 See, e.g., InvING, KNICKERBOCKER History oF NEw York 660 (Mod. Lib. ed. 1945). 
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of the principle are rarer, and it is thus difficult to illustrate its application. 
One of the best illustrations of a compact, closely-thought-out tax policy 
is contained in the instructions with which the Taft Commission to the 
Philippines was sent upon its task: “. . . bear in mind that taxes which 
tend to penalize or repress industry or enterprise are to be avoided; that 
provisions for taxation should be simple, so that they may be understood 
by the people; that they should affect the fewest practicable subjects of 
taxation which will serve for the general distribution of the burden.” * 

The economic psalmist ** has spoken of principles of taxation as en- 
compassed in three commandments : adequacy, ease of administration, and 
fairness,** and this trinity will be used here for the segregation of its 
included principles, with a fourth category for miscellaneous tenets. 

1. The Requirement of Adequacy 

The tax structure should be adequate to meet the revenue requirements 
of the state. The characteristics most important in an adequate tax struc- 
ture are productivity, elasticity, and stability; but few individual taxes 
meet all these requirements, and the general tax structure can and should 
be balanced to compensate for the shortcomings of its individual com- 
ponent taxes.*° 

The prime criterion of tax adequacy is productivity, and this can best 
be obtained by placing the tax structure where there is much money to 
be taxed, or, in other words, levying the tax on a “broad base.” So much 
is a truism, as is the point that a high tax rate produces more than a low 
one; but there are one or two factors which can provide drawbacks to such 
a scheme, as where the tax may be avoided by removing the tax base 
altogether from the jurisdiction of the taxing state so that it will by its 
greed have done itself, directly and indirectly, more harm than good.“ 
Another limiting factor is found when the tax is so high, or business 
factors are so balanced, that the tax destroys, economically, its own base.* 
The fact that a tax may effectively kill the golden goose suggests the 
first of the corollaries to the requirement of adequacy. 


83In Jessup, Exrnu Roor 356 (vol. 1, 1938) the background of these instructions is 
discussed. 

84 Who sings the doxology of what is, and is not to be confused with the economic 
palmist, whose occult arts tell us of the future, its Cause, Cure, and Prevention. 

85 See SHULTZ, AMERICAN Pusiic FINANCE c. XI (5th ed. 1949). 

86 See generally on this phase of fiscal policy, SHuLtz, AMERICAN PusLic FINANCE 
276 ff. (5th ed. 1949). (The approach of SHULTZz is typical of the works in this field, 
and page references here will be confined to the one work. Other good ones are Groves, 
FINANCING GOVERNMENT (3d ed. 1950) and BUEHLER, Pusiic FINANCE (3d ed. 1948)). 

87 This is true where interstate moves are a matter of small collateral consequence. 
As to federal taxes, of course, this principle has less applicability. 

88 On a specific application of this in the field of liquor taxes, see Business WEEK, 
No Bright Glow in Moonshine (Oct. 21, 1950). 








1951] GENERAL PRINCIPLES OF TAXATION: AN INITIAL SURVEY 285 


To achieve maximum productivity, any tax must be governed by the 
amount the traffic will bear as its upward limit. 

A second corollary takes into account that tax yield is limited not only 
by the breadth of its over-all base, but also by the extent of the exemptions 
granted from its payment.*® 

To achieve maximum productivity, any tax must be subject to a mini- 
mum of exemptions from its assessment and collection. 

The second factor affecting adequacy of a revenue structure, elasticity, 
is a measure of the extent to which tax yield fluctuates or can be legis- 
latively adjusted to meet shifting financial needs of the government. Few, 
if any, taxes adjust themselves automatically to governmental spending 
requirements, but the base of some tends to expand under circumstances 
which normally attend great increases in governmental activity, while 
others vary not at all, or if at all, inversely with governmental fiscal 
needs.*° It is not essential, of course, that taxes adjust themselves auto- 
matically, but an elastic tax is at least subject to legislative adjustment 
by varying effective rates rather than by reconstructing the tax, a slower 
and more difficult process.** Examples of inelastic taxes which do not 
lend themselves to such adjustment are (1) a regulatory tax with rz‘es 
fixed largely by non-revenue considerations, and (2) a tax (such as the 
current British income taxes *’) with rates already set at the maximum 
limit of productivity or higher. 

Stability is desirable in a tax structure if it is to remain adequate to 
meet constant fiscal requirements without recurrent legislative adjustment, 
but it is of much lesser significance in times when the fiscal requirements 
themselves fluctuate widely, as in the current era of chronic national emer- . 
gency and monetary inflation. Few taxes are especially stable, the best 
examples being small fixed-rate levies like the poll tax, levies on bases 
which respond slowly to business fluctuations, like the property tax, and 
levies of a semi-regulatory character, like customs duties, particularly if 
they are levied on a base rendered inelastic by fixed popular demand, as 
in the case of tobacco and alcohol. 


89 See Baker, Tax Exemption Statutes, 7 Tex. L. Rev. 50 (1928) on this problem. 

90 See Simons, in Law ScHooL CONFERENCES ON Pustic Law 1 (University of Chicago, 
1940) as to the matter of the legislature’s responsibility, vel non, for taxing as it spends. 
Cf. Macitt, THe Impact or Feperat Taxes 7, 18-19 (1943). 

91 As illustrated by any number of contrasts between legislative histories of new tax 
provisions and those of rate changes within the federal income tax alone. The pre-Korea 
Mills Bill drafting and the post-Korea rate changes in the Revenue Act of 1950 form a 
typical contrast. 

%2In 1949, 86 taxpayers in Great Britain had incomes of $16,800 or more after taxes 
(Boston TRAVELER (Oct. 18, 1950) ). Other examples of the principle stated can be found 
most readily in the operation of customs duties above a given level to exclude imports 
affected. 
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In any case, it is the task of the legislature to adjust the rates or the 
shape of the tax structure when inherent elasticity and stability fail to 
fit it to current needs. This is a partial expression of a general canon 
of legislative responsibility, which can, however, be expressed only in 
terms of the particular cthos, because of the political and other considera- 
tions which may from time to time interfere with its strict observance.” 

The legislature should regulate the tax structure to yield sufficient reve- 
nue to meet current expenditures, except in so far as defuit financing ts 
a result of calculated economic policy. 

To avoid continual tinkering with the tax laws, the legislature can best 
construct an adequate revenue system by combining several tax laws and 
balancing the shortcomings of one against the special advantages of 
another.** As will later be suggested, it may be possible to formulate 
single taxes which are more adjustable and which tax the central activities 
of the economy more directly than any now in use; but it is doubtful that 
any such single tax would suffice in itself to provide a balanced tax system 
adequate at all times to all needs. 

The breadth of base and elasticity of the income tax are to be measured 
against some lack of stability; the stability of the property tax does not 
altogether make up for its inelasticity; while the estate tax, formerly at 
once stable, productive, and elastic, has been levied so heavily, that it has 
not only become inelastic but has impaired its own base, so that a diminish- 
ing yield must be anticipated in the future. 

Such considerations as these, in a world where the number of possible 
taxes is finite, leave only varying combinations of these possibilities for 

‘legislative consideration in attempting to achieve an over-all tax system 
so balanced as to be adequate to meet fiscal needs. 

2. The Requirement of Simplicity 

A tax should be levied on such terms as to entail a minimum of adminis- 
trative difficulty in its assessment and collection. 

The world is divided largely into two types of people: those with 
bureaucratic proclivities and those with a contempt for bureaucrats. The 
general distaste for bureaucracy expresses itself in criticism of any com- 
plicated legal discipline, even where the complexity of phraseology is justi- 
fied by the difficulties of the problem dealt with; but when no such justi- 
fication can be found, the criticism is most severe and sometimes tends to 
undermine the effectiveness of the governmental program in question. 


93 See Simons, supra note 90. 

94 See SHULTZ, op. cit. supra note 86, at 274. 

95 MAGILL, op. cit. supra note 90, at 30-31, indicates a feeling that although transfer 
taxes have no further elasticity in the higher brackets, some additional yield could be 
obtained by lowering exemptions. 
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Diplomatic protocol has been the classic butt of this type of criticism,” 
but in modern America the tax laws have not been far behind,” and 
administrative complexity has not increased the popularity of the process 
of taxation. 

An unpopular tax is more difficult and so more expensive to collect, and 
thus defeats part of its own purpose; it is then evident that considerations 
reducing the difficulty and the expense of assessment and collection must 
be taken into account in deciding what is and what is not a good tax. 
These principles were formulated in the classical era of economics, and 
are as true today as then.” 

To achieve maximum ease and efficiency of administration, a tax law 
should be so drawn as to be easily comprehensible to the citizen, and should 
be made as convenient as possible in time, place, and manner of payment. 

This principle, expressing the maxims of certainty and convenience, 
can well be discussed together with two others closely related to it, one 
containing an expansion of the classical maxim of economy, and the other 
a corollary to it. 

A tax law should be so drawn as to entail as little expense in adminis- 
tration as possible. To do this it should always be levied in relation to 
some specific fund or liquidable property in actual existence.” A tax law 
should be so drawn that opportunities to avoid it are minimized or made 
excessively inconvenient. 

These principles are formulated in recognition of every-day realities — 
which are often in conflict with the theoretical implications of the tax 


%6 See, e.g., III Motitey, Rise oF THE DutcnH Repusric 453 (1855). For a similar 
attitude of Roosevelt, see THe Letrers or ArcHIE Butt (1924), especially at 137-9, 
2134, and 226-8. Cf. the familiar apologia of Henry ApAms in his Epucation (1918), 
which deals, from John Quincy Adams to John Hay, as much with the difficulties of 
the State Department as with any other theme. 

97 MAGILL, op. cit. supra note 90, at 12. See also Elihu Koot to Ben Johnson (Nov. 
1913) (Jessup, op. cit. supra note 83, vol. 2, 229): “I guess you will have to go to jail. 
If that is the result of not understanding the Income Tax law, shall meet you there. We 
will have a merry, merry time, for no one understands the Income Tax law except per- 
sons who have not sufficient intelligence to understand the questions that arise under it. 
... The real trouble with the law is that it was drawn by men who did not under- 
stand American ways of doing business.” Comments in this vein can be gleaned ad lib 
in the generation since Root wrote. 

88V ApamM SMITH, WEALTH oF NarTIONS c. 2. 

°° This principle underlies the present rule as to federal income taxation of landlords 
on account of improvements made by lessees, postponing the day of reckoning until sale 
of the property. I.R.C. §22(b) (11), which originated in the Revenue Act of 1942, Sec. 
115. The legislative history of this section and difficulties encountered under the previous 
approach are a good exposition of the principle. See Helvering v. Bruun, 309 U.S. 461 
(1940). Cf. Stmons, Personat INCOME TAXATION 82-88 (1938), discussing the “realiza- 
tion” requirement vis @ vis the rules as to depreciation allowances: His concern over 
the apparent inconsistency may be attributed to a failure to take the “collection fund” 
requirement into account. 
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base; the economist’s definition of income, for instance, is often much 
broader than that which can be effectively reached by the income tax 
law *” while, on the other hand, the lay conception of a decedent’s estate 
is far narrower than that dictated for the estate tax law by the counter- 
avoidance principle." The principles governing ease of administration 
may also conflict with one another on occasion. For example, the loop- 
hole-stopping provisions of the estate tax are included in the law at the 
sacrifice of the collection-fund idea, because while including them makes 
the law difficult to administer, omitting them would render it almost 
entirely ineffective.*® 

Many minor provisions raise the problem of ease of administration, 
and provisions enacted in obedience to these principles, such as the with- 
holding *** and income-splitting provisions of the income tax,’ are no 
commoner than those in which the requirement of simplicity is not met, 
as in the special excess profits tax relief provisions of section 722,’” the 
proof problems presented by the plowed-in corporate earnings penalty of 
section 102," the Clifford regulations,’ or the computation procedures 
required to determine the marital deduction for the estate tax.*°* Some 
of these result from a compromise of conflicting considerations,’®® some 
from inherent complexity of the subject-matter of the tax,"*° and some, 
like the 1950 acceleration provisions in the corporate income tax,"* are 
dictated by collateral requirements of revenue,*** of politics,* or of both 


9 


100 See SIMONS, op. cit. supra note 99, at 47 ff. On the related subject of uncertainty 
in tax laws, see HENDERSON, op. cit. supra note 59, §131. 

101 7. R.C. §§811(b) et seq. 

102 In Dean Griswold’s words: “If the estate tax law applied only to owned property, 
it would be a) easy to understand, and b) useless.” 

103 T.R.C. §§1621(a) ff. 

1047. R.C. §51(b). Cf. Bustness Week, Easier Deductions (Apr. 8, 1950) on further 
pending proposals of this sort. 

105 T.R.C. §722. See Groves, An Economist Looks at Taxation, 1 Wis. L. Rev. 57, 59 
(1950) ; Miller, Another Year of Section 722, 2 Tax L. Rev. 417 (1947). 

1067. R.C. §102 See Groves, supra note 105, at 59. 

107 T.D. 5488, 5567, implementing and elaborating Helvering v. Clifford, 309 U.S. 331 
(1940). See Guterman, Federal Income Tax and Trusts for Support, 57 Harv. L. Rev. 
479 (1944), and articles there cited. 

108 Pub. L. No. 471, 80th Cong., Revenue Act of 1948, Sec. 361, I.R.C. §812(c). The 
mathematical requirements in application of this section may be formidable in some cases. 

109 As in the provisions of I.R.C. §113 as to basis for determining taxable gain or loss 
on sales or exchanges. 

110 Who could, for instance, simplify the definition of domestically allocable corporate 
income under the requirements of the case-law of constitutional limitations? See, ¢.g., 
Mass. Gen. Laws, c. 63, §41. 

111 Revenue Act of 1950, Sec. 205(a), amending I.R.C. §56(b) (2). 

112 See Bustness WEEK, Budget Balancing, 16 (Apr. 8 and 22, 1950). 

113 See Business WEEK 140 (Mar. 25, 1950). 





a a 





1951] GENERAL PRINCIPLES OF TAXATION: AN INITIAL SURVEY 289 


in combination. All of them, to the extent that they make the tax more 
difficult to understand, more burdensome to pay, and more expensive to 
enforce, and thus violate the simplicity requirement, are flaws in the tax 
structure. 

3. The Requirement of Fairness 

A tax should impose its burden in equitable proportion among the sub- 
jects taxed. 

This principle is as stated no more than an axiom of governmental 
ethics. Like other canons of fairness and the jurisdictional principles 
stated above (with the possible exception of the principle of prospective 
levy ***), it is aimed at preventing inequality of taxation. There are ob- 
vious legislative or political advantages to fairness or apparent fairness in 
taxation, in the reduced resistance or increased “taxpayer morale” re- 
sulting from it.’** The only difficulties which the requirement of fairness 
meets, then, are in the application of the principle. 

In the first place, considerations of fairness may often conflict with 
those affecting ease of administration. This is of course neither peculiar 
to taxation nor a new problem. The age-old conflict between convenience 
and justice as the ultimate criterion goes back to the forcible exchange of 
coats litigated before Cyrus of Persia.“° In the field of taxation the 
degree of centralization of government will affect the balance between 
these factors: it can be noted, for instance, that in the nineteenth century 
considerations of fairness played a much greater part in tax policy than 
during the past few years of a strong and highly centralized national 
government, under which the Treasury has been able to imbue Congress 
and even the courts with its preoccupation with administrative considera- 
tions in taxation.””* 

A second difficulty in applying the fairness principle is that there is 
no universally accepted ethical criterion of fairness itself. \Whether the 
burden should be borne directly by those availing themselves of govern- 
mental benefits, or indirectly by those benefiting because of the existence 
of government, or proportionally according to the relative economic power 
to pay, or in proportion to the activities engaged in by the subject as a 
cost of living under government, is a matter of perennial academic dis- 


114 Discussed supra. 

115 See Simons, supra note 90, at 2, 11, on the principle of fairness as a requirement 
of taxpayer morale. “The unique character of the income tax is its fairness or seeming 
fairness.” See also HENDERSON, op. cit. supra note 35, §18. Cf. SHULTZ, op. cit. supra 
note 86, at 280 ff., on the point that the familiar tax is the one most likely to avoid 
complaint and to be considered fair. 

116 Pound, The Administrative Application of Legal Standards, 44 A.B.A. Rep. 445, 
447 (1919). 

117 MAGILL, op. cit. supra note 90, at 44. 
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cussion."** The first theory (a kind of “pay as you go” idea) is applied in 
limited situations, as in the case of toll roads and government-owned 
utilities systems. It has enough individual fairness in its approach to 
commend it, were it not for the impossibility of thus distributing the 
price of all governmental activities, such as Congressional salaries or war 
expenses.”** Similar difficulties of matching cost and benefit are the prime 
objection to the “benefit received” basis as well as to the “licensed living” 
basis. The latter is also subject to criticism as inconsistent with the theory 
of a society free except as to a very few specialized activities.**° 

Placing the tax burden in proportion to economic power to pay is the ap- 
proach underlying most modern tax laws,*** and seems to be as acceptable 
as any feasible criterion of fairness, at least in taxing to support govern- 
mental expenses which cannot practicably be put on a coin-in-slot basis. 
Even here, though, there is disagreement. Should a fairly proportionate tax 
be proportional in its rates, or should rates be progressively higher on 
wealthier taxpayers to equalize or proportionalize the burden, on the 
theory that more money is less to be desired by the rich than the poor? 
Here again legislative policy has accepted the progressive standard of 
taxation to a considerable degree,’*”* so that it is possible to formulate 
with rough accuracy a guiding principle used by legislatures generally 
in meeting the requirement of fairness. 

A tax is generally considered fair if it exacts a direct and reasonable 
compensation for specific governmental services rendered or for specific 
and extraordinary privileges granted and safeguarded by government, or 
if it imposes a burden visibly proportional to some standard of wealth, 


118 SHULTZ, op. cit. supra note 86, at 250 ff. 

119 There is some inconsistency manifest in the increasing inclination to use the “pay- 
as-you-go” principle of public finance (see P-H Lawyer’s WEEKLY Report, Service 
Charge, §2 (June 19, 1950), and Pay-As-You-Go, §2 (Aug. 21, 1950) ) and the simultane- 
ous discouragement of state toll roads as against financing through the central federal tax 
reservoir (see Bustness WeEeEK 15 (Apr. 15, 1950), on the $570 million road bill of 
1950). As to the application of this theory in taxation, see also Buehler, The Cost and 
Benefit Theories, 5 Tax L. Rev. 17 (1949). 

120 Current philosophy is obscure as to what is the exception and what is the rule in 
this era, as governmental regulation has not reached an equilibrium but is in a dynamic 
camel’s-nose process of evolution, somewhat stimulated by chronically recurring emer- 
gency. 

121. V ApAM SMITH, op. cit. supra note 98. 

122 SHULTZ, op. cit. supra note 86, at 264 ff.; Simons, op. cit. supra note 99, at 218 ff. 
Compare Mark SuLiivaAn, Our Times 172-3 (vol. 1, 1926), who takes an unfavorable 
view of progressive taxation: “Comment of a professional historian and amateur econo- 
mist to the contrary.” Both SuLLIVAN, supra at 174, and Griswold, in Something for 
the Middle Class, Fortune 125 (Jan. 1949), quote Choate’s prophecy in his argument 
in the Pollock case concerning the socialistic effects of income taxation, and mention, 
from somewhat different points of view, the enigmatic course of history in this field since. 
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value, or income, or even if it imposes a burden progressively higher on 
greater amounts of wealth, value, or income. 

4. The Dynamics of Choice in Tax Policy 

A legislature is influenced in selecting a particular revenue measure not 
only by the three cardinal requirements stated, but also by collateral con- 
siderations of human nature and politics, which may vary from time to 
time and from place to place. 


(A) The political trend of the moment may cause a given type of 
tax to be popular or unpopular. 

(B) The burden of any tax will be shifted by the taxpayer to 
another in the economic chain tf this can be done, irrespective of statu- 
tory prohibition. 

(C) When the burden cannot be shifted, tax avoidance will be 
practiced, particularly by reducing the volume of the activity taxed, in 
form or in substance. 


The special factors mentioned here are difficult to differentiate from 
the basic revenue principles, and again from the collateral factors to be 
considered below, but their existence cannot be ignored. The policy of 
loophole-stopping,’* for instance, is a corollary of the ease of administra- 
tion factor, but in a complex society it assumes an importance all its own 
and grows out of all proportion to the requirement of simplicity which | 
fathered it.*** A detailed discussion of the problem of loophole stopping, 
however, will be deferred to the treatment of tax avoidance as an adminis- 
trative and judicial problem in later sections.’** 

The shifting of taxes is an economic phenomenon naturally consequent 
from human nature, and legislation seeking to prevent it may become in- 
effectual,’*® as what cannot be shifted openly and directly will likely be 
shifted indirectly and by subterfuge. It is probably too much to say that 
only business taxes and never personal taxes can be shifted; **’ in a free 
economy this may be true, but in an economy of governmental coercion in 
such areas as wage negotiation, even personal income taxes tend to be 
shifted, and this is true to a lesser degree even under a laissez faire system. 
It is true, however, that personal taxes, and especially those on wealth, 


128 See the discussion in Simons, supra note 90, at 3, of the elimination of capital gains 
taxation by gift or decedent transfer under the federal income tax law, and the partial 
stopping of this loophole by the Revenue Act of 1921. 

124 MAGILL, op. cit. supra note 90, at 44. See also HENDERSON, op. cit. supra note 59, 
§15, at 34-5. 

125 See infra section III. 

126 Groves, supra note 105, at 60. 

127 SHULTZ, op. cit. supra note 86, c. 8, and especially at 218 ff. 
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are less readily shifted than business taxes, and this provides another 
crossroad of choice for the legislature in fixing revenue policy.'** 

It should also be remembered that the legislature’s choice is restricted, 
and that one of two politically or fiscally undesirable taxes will often be 
chosen simply because there is no tertium quid. The range of possibilities 
may be summarized as follows: 


(1) Direct personal taxes. 

(2) Direct property taxes (a) discriminatory or special, on par- 
ticular types of property only, or (b) general, on all wealth. 

(3) Excises on doing business (a) in form as license taxes on 
doing business, (b) in form on gross receipts, or (c) in form on invested 
capital, and (i) general, or (ii) discriminatory or special, on certain 
business activities only, and (i) at a flat rate, or (ii) proportionally 
measured by receipts or investment or otherwise. 

(4) Excises on non-business activities, which must be individually 
special and in form license taxes on the activity, but which may be meas- 
ured as in (3). 

(5) Excises on (a) manufactures, (b) sales, (c) imports, (d) ex- 
ports, or (e) any other element of treatment of commodities, either (i) 
general, or (ii) special or discriminatory. 

(6) Excises on (a) receipt, (b) spending, (c) saving, (d) giving, 
or (e) any other element of relation to wealth, either (i) special, or (ii) 
general. (This category includes such personal excises as the net income 
tax and the estate, gift, and inheritance taxes, as well as some few pos- 
sibilities not represented by existing examples. ) 


It should be noted that any of these taxes not measured by a periodic 
factor may be either (a) periodic, (b) irregular, or (c) levied once only, 
and that any of them may be (a) at a flat sum, (b) at a proportional rate, 
or (c) at progressive or regressive rates. 

This classification is not exhaustive, but other possibilities are largely 
modifications of the categories listed, altered in form for reasons of de- 
ception or of politics. The fact that these various possibilities exist should 
not be lost sight of in criticizing specific legislative policies or choices. 
Often a criticism of the draftsmanship or formulation of one tax stems 
from a misconception of the tax intent being criticized or from a prefer- 
ence for some other type of tax, rather than from defects in the tax law 
criticized.*” 

In choosing among the possibilities listed to build a revenue structure, 


128 Such tendencies as interstate movement to avoid taxes are also aspects of tax shift- 
ing and of course also affect legislative tax choices. 
129 See, e.g., SIMONS, op. cit. supra note 99, at 51 ff. 
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constitutional factors may eliminate some possibilities, and the require- 
ments of adequacy, simplicity, and fairness largely govern the choice 
among those remaining. The special factors being considered here have 
some bearing, however, as most special or discriminatory levies or (what 
amounts to the same thing) exemptions, and most elaborate or indirect 
forms are the results of these factors. A great part is played at this stage 
of the legislative choice also by a number of collateral policies with no 
direct relation to the revenue structure but related rather to the police 
power or some other facet of public policy. These collateral factors and 
the principles relating to them form the next subject of discussion here. 


C. Tue Ricw Get Poorer AND THE Poor Get Power: LEGISLATIVE 
Tax PoLicy AND COLLATERAL CONSIDERATIONS 


Every tax law inevitably affects other matters than the fiscal structure 
of the state, and these collateral consequences, as well as primarily revenue 
considerations, motivate the legislature in formulating tax policy. 

The inevitability of collateral consequences of tax laws is basic to this 
study. Some note of these must be taken into account as a revenue con- 
sideration **° but the weight of these factors, conscious and unconscious, 
in legislative halls goes far beyond the devising of a revenue structure as 
such. 

The non-revenue incidents of taxation are far too numerous for a de- . 
finitive cataloging or discussion here. For the purposes of illustrating 
the principles controlling legislative tax policy, only a sampling of the 
multifarious factors which may be relevant will be discussed, with some 
attempt to indicate which are of major importance. 

I. Political Consequences ; 

The existing fiscal structure and the changes most recently made in the 
revenue laws tend always to reflect the political complexion of the taxing 
State. 

This principle is related to another, discussed earlier in connection with 
the dynamics of choice in revenue policy. Here, however, not only the 
type of tax, but the choice of taxation or of other means of financing and 
the spending pattern itself may be involved. Perhaps the most significant 
examples of this proposition are the following. 

A strong element of taxpayer representation in the government is re- 
flected in attempts to develop other types of public financing measures and 
to minimize the apparent tax burden. 

The degree of taxpayer consciousness and representation in government 
may arise either from a current political situation, as.when after the 


130 See the preceding section on this point. 











294 TAX LAW REVIEW [Vol. 6: 


American Revolution the representative principle was so pronounced,** 
or from an existing tax structure so burdensome as to be politically danger- 
ous, as in many governments today.**? In the one case the result may be 
an increased emphasis on spending tax revenue where it is raised, and 
especially on avoidance of anything smacking of colonial exploitation as 
a measure of manifest governmental fairness, irrespective of the legal or 
constitutional merit of the representation principle.*** In the other case 
the result may be the invocation of governmental borrowing,** or the 
imposition of direct fees for governmental services,*** or even more des- 
perate measures, such as state lotteries, to meet current financial needs.*** 

The attempt to reduce complaint from the apparent impact of taxation 
may be either in a nice calculation of the tax rate which can be imposed 
without discomfort to the taxpayer or without more than that usually 
expected,**’ or in diversifying and obscuring the objects of taxation to 
produce a painless tax system. The man who buys liquor, gasoline, to- 
bacco, and who pays various other import, manufacturing or retail excises 
from time to time, obviously suffers less than if all these taxes were re- 
placed by an additional annual income tax, both because of his ignorance 
of taxation and because of his greater ability to arrange his affairs to meet 
the repeated small tax than to meet the occasional large one.*** To the 


131 Cf. Witt1AM Knox on AMERICAN TAXATION (Old South Leaflet #210, Boston). 

132 As to the potential future effects of existing tax structures, this is of course pure 
speculation amd cannot be documented. 

133 See, e.g., Jessup, Ettxu Root, op. cit. supra note 83, at 378. 

134 See MAGILL, op. cit. supra note 90, at 16-17. 

135 As is done with postage stamps, parking meters, and toll roads. Stamps at least 
were once considered taxing devices, and may still be in England, but here it seems that 
their sale must be considered a distinct financing device. 

136 Lotteries are rare in the United States, but there is some agitation in their favor, 
and a proposed chapter 128 C of the Massachusetts General Laws appeared on the ballot as 
Referendum Question No. 4 in the 1950 election. The lottery has some arguments in its 
favor as a public financing device. It rests on a broad base; it results in a minimum of 
complaint from those taxed; and it manifests some fairness in providing funds for the 
economically indigent and in drawing its support largely from the mentally or morally 
indigent. On the other hand, it contravenes some social policy and should fall to the 
extent that police policy prevails over revenue policy; and if its use is for direct support 
of the contributing class as such, then the broad net effect is no more than total waste of 
the expenses of administering it. (This, of course, assumes the end position postulated 
above as an asymptote, and neglects the possibility that if the money of the irresponsible 
were not squandered in a program for their ultimate support, it would be put into some 
similar use elsewhere without the element of partial recapture.) 

187 MarK SULLIVAN, in Our Times 379 (vol. 2, 1927), reproduces a N. Y. Journal car- 
toon of circa 1900: “Papa doesn’t kill them. He merely skins them and lets them go to 
grow more skins, and then he skins them again.” 

188 Cutting the puppy-dog’s tail off an inch at a time obviously hurts less. Cf. the argu- 
ments of James Byrnes in favor of measures to increase tax consciousness in Crisis Gov- 
ernment Can Ruin Us, Cortiers 14 (Mar. 4, 1950). 
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same purpose are such administrative provisions as withholding and in- 
stallment payment rules under the income tax.*** 

A new tax, or one in a new form, is always particularly unpopular, 
especially to the extent that it affects new classes of taxpayers previously 
exempt,**° or introduces a new line of distinction between the taxed and the 
untaxed.*** Legislative attempts, then, to preserve “taxpayer morale” ** 
include a tendency to remain within the tax structure already familiar to 
and accepted by the public. 

An unbalanced representation in the government is reflected in a ten- 
dency toward discriminatory tax classification or “colonial exploitation” 
of one group for the benefit of another. 

This principle is a truism, which states little more than “the squeaky 
wheel gets the grease,” but it is a major factor in influencing fiscal policy. 
Wherever there is taxing of one group to support expenditures for another 
group this political imbalance is revealed, whether the demarcation be 
along feudal lines, or whether, as is commoner in modern times, it is 
between urban and rural groups, or generally between the many voters 
and the few wealthy, and is manifested in taxes of the “soak the rich” 
type. Discriminatory license classifications or extraordinary fees on li- 
censes for ordinary activities are an occasional different symptom of the 
same pattern,*** extensive and discriminatory tax exemption provisions 


139 T. R.C. §§1621 (a) ff.; §107; §44. Sce MaciL1, op. cit. supra note 90, at 24. By the - 
same token, acceleration and elimination of installment payment privileges, as under the 
1950 Mills Act, reflect reduced political power of the taxpayers affected. See Business 
Week 16 (Apr. 22, 1950) ; 26 (July 1, 1950); and 72 (July 8, 1950), on the weakened 
corporate position under the structure and theory of the new tax. Cf. Blough, Problems 
of Corporate Taxation in Time of War, 10 Law & Contemp. Pros. 108 (1943) ; Ruml, 
Fiscal Policy and the Taxation of Business, 1 Tax L. Rev. 75 (1945). 

140 See GIBBON, op. cit. supra note 19, at 125, on the unpopularity of the new Augustine 
sales tax: “The excise, introduced by Augustus after the civil wars, was extremely mod- 
erate, but it was general. It seldom exceeded one per cent, but it comprehended what- 
ever was sold in the markets or by public auction, from the most considerable purchases 
of land and houses to those minute objects which can only derive a value from their 
infinite multitude and daily consumption. Such a tax, as it affects the body of people, has 
ever been the occasion of clamor and discontent.” 

141 Cf, Root to Charles F. Mathewson (June, 1909) (Jessup, op. cit. supra note 83, 
vol. 2, 230): “I have no doubt that the Corporation provision is unpopular among all 
the people whom it will subject to taxation. I never knew a tax measure which was not 
open to that objection, nor did I ever know one which was not open to the objection also 
that it works inequality in some cases. In laying a tax which is not universal the line must 
be drawn somewhere between those who are to be subject to the tax and those who are 
not to be subject to the tax, and wherever the line is drawn there will be inequalities 
between those on one side and those on the other.” 

142 The term is Professor Simons’; see note 115 supra. See also his PERSONAL INCOME 
TAxaTIon 32 ff. (1938). 

143 See ELy AND FINLEY, TAXATION IN AMERICAN STATES AND Came 208 (1888): 
“Licenses like many of ours remind one of taxation in the days of feudalism, when only 
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are another,*** and spending subsidies for limited groups are yet another.** 
Even the language of tax theory may reflect this tendency: the fallacy, 
for example, of describing all non-progressive taxes as “regressive,” which 
is really not true except within the scope of a definition created for this 
usage (a prime example of Pickwickian or Humpty Dumpty semantics) ,’*° 
reflects the pressures toward description of these taxes as “good” or “bad” 
according to their political impact. 

A most important illustration of this principle is the shift of powers 
in our federal system as reflected in tax law. Starting with a federal 
principle of locally oriented government *** and of intergovernmental im- 
munities to safeguard this federalism, the development of the system to 
that existing today is shown in the transference of police power in bulk 
from the states to the Federal Government and the consequent lack of 
necessity of restrictions on state taxing. 

Certainly, some shift in intergovernmental relations, rather than any 
justification in the laws of logic, lies at the root of the recent decisions 
in this field,*** but the nature of the shift is difficult to demonstrate except 
speculatively, as such factors are rarely articulate in the court opinions 
which alter the older rules. The disappearance of intergovernmental im- 
munities and of restrictions on state taxation of interstate commerce might 
have been intended as an advance measure to complete nationalization of 
the Government, but more probably the paramount Federal Government 


those were taxed who were too weak to resist.” See also on tax treatment of corpora- 
tions, HENDERSON, op. cit. supra note 35, §17. 

144 See Stimson, Exemption of Property from Taxation in the United States, 18 MINN. 
L. Rev. 411 (1934) ; Note, 44 Yate L. J. 1075 (1935). 

145 The political problems in attempts to use state funds to subsidize a city transporta- 
tion system in Massachusetts may be traced in the Boston newspapers of early 1949. A 
similar “territorial subsidy” question underlying proposals for federal aid to Southern 
schools is pointed out by former Senator Baldwin of Connecticut. (Boston Herald, Aug. 
31, 1949). 

146 See HotmMes, THE AUTOCRAT OF THE BREAKFAST TABLE 117 (World Library ed.), 
on the “hydrostatic paradox of controversy,” and HAYAKAWA, LANGUAGE IN ACTION 
179 (1939), on “two-valued orientation.” 

147 See III Morey, op. cit. supra note 96, at 416, eulogizing the United States Constitu- 
tion: “. . . to lay down a constitution, by which they [the people] granted a generous 
amount of power to the union, while they reserved enough of sovereign attributes to 
secure that local self-government which is the life-blood of liberty.” Cf. Joseph Wechs- 
berg, Letter from Belgrade, THe New Yorker 71, 76 (Oct. 14, 1950), on the good 
results obtained by Tito’s government from decentralization of governmental functions 
from the federal to the state level. Root in his instructions to the Taft Philippine 
Commission (JEssuP, of. cit. supra note 83, at 355-6) also points up the presump- 
tion in favor of local government powers, and emphasizes that powers go upward to the 
state and federal government level only as necessary in matters of general concern and 
to secure faithful and efficient administration locally. Dean Fordham has also made the 
point that the potentialities of local government have been somewhat lost sight of. The 
Teaching of Local Government Law, 3 J. Lecat Epuc. 217 (1950). 

148 See cases cited supra notes 45, 47, 53. 
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no longer feels the necessity for such restrictions to protect its position, 
so that they gradually withered as on a cut vine. 

2. Taxes asa Reflection of Public Police Policy 

Public fiscal systems may reflect the police policy of the state, either in 
directly regulatory taxes or in the selection of revenue taxes, or otherwise 
as in spending policies. 

The clearest case of a tax with a non-revenue purpose is the regulatory 
tax, so drawn as to produce no significant revenue but to prevent or limit 
the taxed activity, or to provide information and enforcement personnel 
to supplement regular police forces concerned with the activity.**° Such 
taxes as the oleomargarine,’*° narcotics,’ machine gun,*** and phosphorus 
match *** excises are a few among many commonplace examples of regula- 
tory taxes; protective import tariffs are another; *°* and any tax on one 
activity, “measured by”’ receipts from another, is suspect either as directly 
regulatory **° or as a counter to circumstantial discrimination, also a regu- 
latory purpose.**° 

The selection of one revenue measure rather than of another available 
one also reflects police policy. For example, the revenue yield of death 
taxes becomes significant only when their rates reflect a “you can’t take 
it with you” policy.*** Another example is in the rejection of a potentially 
high-yield sales tax, reflecting a desire to keep the tax base narrow, rooted 
in a government by numbers and not by wealth.*** Opposition to the sales 
tax defies the warning in the Golden Eags fable, that the potentialities of 
socialistic fiscal measures are finite.*°° 


149 See generally, SHULTZ, op. cit. supra note 86, at 290 ff. 

150] R.C. §§2300 ff. 

151 T.R.C. §§2550 ff. 

1527. R.C. §§2700 ff. 

153 T.R.C. §§2650 ff. 

154 Vide the existence and organizational status of the Coast Guard. 

155 See Powell, supra note 38, and especially New Light on Gross Receipts Taxes— 
The Berwind-IWhite Case, 53 Harv. L. Rev. 909 (1940). 

156 See Hale v. Bimco Trading Co., Inc., 306 U.S. 375 (1939); Gwin, White and 
Prince v. Henneford, 305 U.S. 434 (1939). Cf. Bustness Weex 20 (Dec. 2, 1950), on 
the point that a similar regulatory purpose in I.C.C. freight rate determination may be 
an improper confusion of governmental functions. See also on this point, Peairs, The 
Golden Eggs, 99 U. or Pa. L. Rev. 125 (1950). 

187 See Leach, Property Law Taught in Two Packages, 1 J. Lecat Epuc. 28, 58 n. 32 
(1948). 

188 Cf, T. B. Macaulay to H. E. Randall (May 23, 1857), reprinted in The Boston 
Herald, p. 12, Apr. 17, 1950. 

159 FLYNN, in THE Roap AnEaD 55 (1949), sees Chancellor Cripps as ironically an- 
nouncing the fulfillment of Kipling’s oracular lines of thirty years earlier : 


“In the Carboniferous Epoch, we were promised abundance for all, 
By robbing selected Peter to pay for collective Paul; 
But, though we had plenty of money, 
There was nothing our money could buy, 
And the Gods of the Copybook Headings said: 
‘If you don’t work, you die.’” 
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Spending policies may similarly have tax implications, as in a change 
from price supports to direct subsidy of agriculture, which may contain 
a shift from a broad-based consumer support to a narrow-based taxpayer 
support for the program.*® The same implications are contained in federal 
discouragement of toll ioads as against subsidy of state road building.*™ 

The police purpose of such an ambivalent tax measure may be (a) the 
regulation of production, or consumption, or business organizations and 
procedures, or (b) the promotion of the general economic welfare, or 
(c) the furtherance of a concept of social ethics, or any combination of 
these purposes. 

The first purpose stated in this principle is largely self-explanatory, as 
it encompasses the purely regulatory excises.** The second, however, is 
broader and more varied in possible application, and requires specific illus- 
tration. A tax program may be designed to curb inflation by removing 
money from prospective purchasers, and this consideration is frequently 
voiced in connection with war plans,’® although until the threat becomes 
an actuality it is politically difficult to implement.*** Taxation may also be 
designed to further competition and curb monopoly *® by being directed 
especially at business practices tending to reduce competition ; *** or it may 
be designed to eliminate foreign competition with the domestic economy, 
as in the case of the protective tariffs,“ or even to stimulate foreign 
economies in an extraordinary situation, as in the case of the currently 
existing executive powers to reduce tariffs on imports to this country.*® 


He refers also to the mythical oriental potentate who asked the solitary economist in 
the kingdom to explain the depression, and was told: “There ain’t no such thing as 
free lunch.” 

160 See the editorial page of Business WEEK (Apr. 15, 1950). See also note 181 infra, 
on the intrusion of government capital in industrial enterprise as a possible phase of 
economic policy. 

161 Supra note 119. 

162 See on this generally, SHULTZ, op. cit. supra note 86, at 242 ff. 

163 MAGILL, op. cit. supra note 90, at 18; Groves, supra note 105, at 60; HENDERSON, 
op. cit. supra note 59, §130. See Cursinc INFLATION THROUGH TAXATION (1946), a 
symposium on the subject. 

164 Consumption taxes may have a similar design or effect. 

165 But cf. Groves, An Appraisal of the Excess Profits Tax from a Fiscal Standpoint, 
10 Law & Contemp. Pros. 133, 137 ff. (1943), on the difficulties which may arise in 
carrying out such an aim. 

166 Such as forestalling, regrafting, and engrossing, the common law offenses against 
the free market, whose sum, with some overlapping, was roughly equivalent to the 
present concept of “cornering the market” (buying goods up ahead of the market, reselling 
at monopoly prices, and steering goods away from the market. Nihil novum nisi tempus 
nova ipsa). 

167 SHULTZ, op. cit. supra note 86, at 514 ff. 

168 See note 211 infra. See also Business Week, Tax Pacts, 44 (Mar. 18, 1950) on 
considerations of individual fairness in tax treaties. 
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Many minor provisions of taxes the primary purpose of which is raising 
revenue may have a general economic policy orientation. Examples are 
(a) adjustments to rules governing depreciation and depletion for income 
tax purposes to encourage investment or technological improvement *” 
(quaere as to whether such measures actually accomplish the suggested 
effects), and (b) income tax definitions of reorganization or rules as to 
recognition of gain or loss.*”° 

Social policies are ordinarily only indirectly affected by tax laws, but 
at least the social desirability of tax-consciousness of the taxpayer or of 
the citizen is always pertinent to the question of selection of particular 
taxes,’ and especially to that of the desirability of the poll tax. 

“We encounter the argument that everyone (or at least every voter) 
should contribute to the government. The thought is apparently that tax- 
ation and voting should bear a reciprocal relationship.**? Originally this 
idea underlay the slogan that ‘taxation without representation is tyranny.’ 
Now this is more often put in reverse and it is argued that representation 
without taxation is the highroad to extravagance and irresponsible citizen- 
ship. This argument appears frequently in support of poll taxes, sales 
taxes, and low income tax exemptions.” *** Whether or not this is a fair 
statement of the argument that it is a healthy civic circumstance for the 
voter to realize, in connection with his vote, that he is a part of the financial 
support of the government and so affected by all public expenditures, this 
is the primary policy consideration which underlies the poll tax where it 
is found.*"* 

Another argument of the same character is that tax exemptions ordi- 
narily granted should give way or vanish in time of war, as a matter of 
patriotism analogous to the draft laws. “. . . it would seem that persons 
receiving income from state and municipal bonds ought to contribute the 


169 Groves, supra note 105, at 59. (Quaere as to whether such measures actually ac- 
complish the suggested effects.) See also Seven Up Bottling Co. v. Comm’r, 14 T.C. 
No. 115 (1950), on a similar adjustment in accounting rules effected by the Tax Court. 

170 See HENDERSON, op. cit. supra note 59, §16. It goes without saying that the discus- 
sion above of taxation as furthering broad political objectives may be a propos here in 
so far as a political purpose may also be generally economic. 

171 See SHULTZ, op. cit. supra note 86, at 284-5. 

172 This has led to the proposal that the poll tax be extended to women with the 
suffrage franchise, notwithstanding some irreverent suggestion of a sense of inconsistency 
stemming from the fact that the poll tax was originally conceived of and named as a 
head tax. 

173 Groves, supra note 105, at 58. 

174 Factors of administrative convenience and efficiency in keeping voting lists current 
may also be present, but treatment of the poll tax as an instrument of racial discrimina- 
tion in connection with the franchise appears to be a political red herring, since the dis- 
crimination is solely economic and thus nowhere purely racial, unless accompanied by 
administrative discrimination which could always function independently of this tax. 
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same tax to the support of the Federal Government in this emergency as 
do their neighbors receiving like amounts from salaries, dividends, or 
interest from other securities. Granted that these bondholders contracted 
in peacetime for immunity, should not that immunity, like other liberties, 
yield to the paramount demands of total war?” **® 

Examples could be multiplied of proposals such as this to shape the tax 
laws to adjust society indirectly to the proposer’s liking. Their possible 
number is limited only by the range which political scientists’ ingenuity 
can cover, and their ethical qualities run the gamut between those of the 
two examples cited. 

3. Avoidance of Undesired Incidental Effects 

This phase of the subject deals merely with the counter-agents to the 
consequences previously considered. Granted that a tax may have non- 
revenue consequences and that it may be enacted to produce those conse- 
quences, it follows inevitably that there may also be undesired conse- 
quences, and that certain taxes may not be used and changes may be made 
in others to avoid such consequences. Within this negative-aspect frame- 
work the principles developed above hold true here as well, and their 
discussion need not be repeated. A few examples of this phase of the 
subject will suffice to emphasize its existence. 

The most frequently cited example of undesirable effect on the economy 
in general is that a too severe tax burden on income or profits or wealth 
tends to reduce the incentive to economic risk-taking, and thus to deprive 
a capitalistic economy of its base for prosperity." How strong this 
tendency is may be open to debate,’ but that it exists in some degree is 
unarguable. Also, particular differentials in the tax laws may have a 
similar effect, as where a higher tax rate on profits taken from a business 
on a current basis than on profits made on sale of the business, tends to 
drive the small businessman to sell out to a larger competitor on a low-tax 
basis ** rather than continue in operation on a high-tax basis.*” 


175 MAGILL, op. cit. supra note 90, at 26. 

176 See GRISWOLD, CASES ON FEDERAL TAXATION 354 (2d ed. 1946); MaxrnG Cari- 
TALISM Work 66ff. (McGraw-Hill, 1950) ; HeNpersoNn, op. cit. supra note 59, §129; 
Business WEEK 26 (June 3, 1950), quoting the Brookings Institute. A recent example 
of case law curbing this tendency is Brown Shoe Co. v. Comm’r, 339 U.S. 583 (1950), 
permitting depreciation of property acquired through gift and thus encouraging gifts 
made as inducements to business to locate in a community. See also Ruml, Fiscal Policy 
and the Taxation of Business, 1 Tax L. Rev. 75 (1945). 

177 Groves, supra note 105, at 59; cf. Bustness WEEK,:Where Smart Money ts Going, 
24 (Oct. 7, 1950), on this point and on the insurance-money value point discussed infra; 
and more generally, Colm, Fiscal Policy, 2 Tax L. Rev. 1 (1946). 

178 See, e.g., TIME, Swallowed Up, on the theme “You have to sell out because of the 
tax structure” (Sept. 5, 1949). See also Paul, Cold War Taxation Policy, 4 Tax L. Rev. 
35, 46 ff. (1948). 

179 The inconsistency of the governmentally-induced result with the avowed policy as 
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The possible indirect effect of tax pressure on risk capital in such areas 
of investment selection as family budgeting, even in insurance, deserves 
serious consideration. Another effect of the same tendency to eliminate 
private risk capital and thus drive agencies formerly relying on such 
financing to depend on government support, lies in the area of social 
development. An educational structure, dependent entirely on govern- 
mental favor for its existence, cannot be completely free in its academic 
judgments and activities **° as the example of state universities has some- 
times shown. To the extent that complete independence of educational 
and research programs is desirable, then, a tax program which destroys 
excess capital and takes it from the donative channel is unfortunate.** 

An example in another field, and of considerably narrower incidence, 
is the effect of the repeated estate tax as encouraging property limitations 
which tie up estates for a long period to keep taxable turnover at a mini- 
mum. The possible inconsistency of this effect with the policy of the rule 
against perpetuities may not be of critical importance, but to the extent 
that there are policy values in the rule, the effect of the tax should be 
taken into account.** 


D. Tue Best TAx: APPLICATION OF PRINCIPLES 


The paradox of preference in this field is that although there is no good 
tax,’** there may be a best tax or a best combination of taxes. Such an 


to large combinations and small competitive business is obvious. See on the general 
problem of inadvertent conflict of governmental efforts, Peairs, supra note 156; and 
Business WEEK 9 (Oct. 21, 1950) relating to the effect of consumer credit curbs in 
channeling goods to those best able to buy rather than to those in greatest need of items 
affected. On the need for a coordinating agency, and criticizing the work of the Council 
of Economic Advisers in this role, see Bustness WEEK 128 (June 10, 1950); MAKING 
CapITaALisM Work 181-2 (McGraw-Hill, 1950). 

180 Qn the undesirability of government-supported research and educational programs 
in so far as they tend toward governmental control of those activities, see Goldschmidt, 
Research and Politics, 109 Science 219 (1949). Cf. Bustness WEEK, Research Stymie, 
44 (Oct. 28, 1950), relating to business attempts to get more favorable tax treatment of 
research expenditures. 

181 This is recognized, of course, in the exemptions for charitable gifts under our vari- 
ous tax laws, and a rate structure carrying a ruthlessly destructive policy toward excess 
wealth is also inconsistent with the exemption policies of the same tax laws. The exis- 
tence of a calculated policy, on the other hand, of substituting government capital for 
private enterprise is suggested in Bustness WEEK 15-16 (June 24, 1950), and P-H 
Lawyer’s WEEKLY Report, Industrial Expansion, §2 (Oct. 2, 1950). See also an 
editorial in the SATURDAY EvENING Post, We Must Not Tax Our Universities To Death, 
10 (Sept. 11, 1950), on the same policy point, though written in unawareness of the 
decision in C. F. Mueller, 14 T.C. 922 (1950). 

182 MAGILL, op. cit. supra note 90, at 93-4. 

183 But cf. the uncritical remarks of Representative De Armond of Missouri in sup- 
port of the 1894 income tax bill (Conc. Rec. (June 30, 1894) reprinted 1 SuLLrIvan, 
op. cit. supra note 122, at 172): “The passage of the bill will mark the dawn of a brighter 
day, with more of sunshine, more of the songs of birds, more of that sweetest music, the 
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optimum program would of course be a result of balancing the various 
factors within the scope of the discussion above. It is proposed to give 
brief consideration here to the application of those factors to the specific 
taxes most commonly seen in our system. 

The big guns of the federal tax system are the income tax, the estate 
tax, and the gift tax. Of these, the gift tax is designed principally to 
prevent avoidance of the estate tax *** and does not represent a very im- 
portant independent taxing purpose. The discrepancy in rates causes it 
to fall somewhat short of its purpose,*** as under the extremely severe 
rates of the estate tax in the higher brackets even the differential is worth 
going to some pains to avoid.*** The gift tax is not greatly productive, 
nor greatly elastic, though at its present rates it is fairly stable.**’ It is 
subject to some opportunities of avoidance, but these are not serious. It 
has not been criticized severely as to fairness nor on the basis of collateral 
factors, as its collateral effects are largely incidental to those of the 


estate tax. 

The estate tax has been productive, but has passed the point of maxi- 
mum returns and is not elastic at its present rates.*** It is very stable on 
a short-range view, but will gradually decrease in productivity during the 
course of a few decades, in view of its confiscatory rates which substan- 
tially eliminate the chances of repeated returns in the higher brackets.** 
It is relatively easy to administer, except for the great temptation to 


laughter of children well fed, well clothed, well housed. Can we doubt that in the brighter, 
happier days to come good evenhanded, wholesome democracy shall be triumphant? God 
hasten the era of equality in taxation and in opportunity! And God prosper the Wilson 
bill, the first leaf in the glorious book of reform in taxation, the promise of a brighten- 
ing future for those whose genius and labor create the wealth of the land, and whose 
courage and patriotism are the only sure bulwark in the defense of the Republic.” 

184 MaGmLy, op. cit. supra note 90, at 79, citing the legislative history of the law as 
appearing in 65 Conc. Rec. 3120, 3172-3 (1924). See also Harriss, Legislative History 
of Federal Gift Taxation, 18 Taxes 53 (1940). 

185 SHULTZ, op. cit. supra note 86, at 509-10. See MacIL1, op. cit. supra note 90, at 
82 ff. 

186 Proposals have been made to meet this problem by substituting a new integrated 
transfer tax for the estate and gift taxes. See Griswold, A Plan for the Co-ordination 
of Income, Estate, and Gift Tax Provisions with Respect to Trusts and Other Transfers, 
56 Harv. L. Rev. 337 (1942) ; Rudick, A Proposal for an Accessions Tax, 1 Tax L. Rev. 
25 (1945) ; Warren, Correlation of Gift and Estate Taxes, 55 Harv. L. Rev. 1 (1941); 
MAGILL, op. cit. supra note 90, at 31-2. 

187 See MAGILL, op. cit. supra note 90, at 29 ff.; SHuLTz, op. cit. supra note 86, at 510. 

188 But cf. MAGILL, op. cit. supra note 90, at 29 ff. See also SHULTZ, op. cit. supra note 
86, at 498-9; Griswotp, Cases ON Feperat TaxaTion 116 (2d ed. 1946). 

189 The top rate increased from 10% in 1916 to 77% in 1941. The question is whether 
a father’s estate taxed at over 50% is likely, twenty years or so later (to use Leach’s 
approximation for the property descent generation), to be in the same bracket in the 
son’s estate. See authorities cited supra note 188. 
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avoidance which it presents and which is productive of a great deal of 
litigation.**° It is representative of some widely-held policy views as to 
inherited wealth,’ and this social consideration is the principal, affirma- 
tive, collateral factor. On the negative side, there may be danger of 
long-range damage to the national economy in the removal of a large 
portion of private wealth from the field of business investment and in 
the attempt to substitute governmental financing in enterprise.*®? 

The income tax is highly productive and has some elasticity in the lower 
brackets, though very little in the higher brackets *** as it has reached 
the verge of being confiscatory there and has derived a small portion of 
its productivity from large incomes.*** It is not a particularly stable tax, 
its yield being prone to fluctuate with business prosperity and thus in- 
versely with peacetime revenue needs under recent governmental poli- 
cies.**° It is very difficult and expensive to administer, and is very much 
subject to tax avoidance devices in the higher brackets and to being simply 
ignored in the lower brackets.*** It has been elaborately contrived to be 
fair, granted the acceptance of a severely progressive policy; **’ but the 
very attempts to achieve fairness have increased its complexity, have made 
it all but incomprehensible to the average taxpayer, have caused it to 
become increasingly unpopular, and have to a certain degree hoomeranged 
in counteracting in the popular mind the a priori apparent fairness of a 
general income tax and in reducing “taxpayer morale,” thus increasing 
resistance, avoidance, and difficulty and expense of administration. 

The income tax does not necessarily involve any basic regulatory policy, 
although it may be availed of to combat inflation by reducing individual 
purchasing power,’”® and although it has been used as a regulatory instru- 


190 See an object lesson on this point in Eisenstein, Estate Taxes and the Higher Learn- 
ing of the Supreme Court, 3 Tax L. Rev. 395 (1948). See Masi, op. cit. supra note 
90, at 88 ff., on elements of encouragement and discouragement of different types of prop- 
erty arrangement in the transfer tax system. 

191 See SHULTZ, op. cit. supra note 86, at 507-8, and especially authorities cited in 
n. 25 at 508. 

192 MELLON, TAXATION: THE Peopte’s Business c. 4 (1924), and MacILt, op. cit. 
supra note 90, at 79, quoting Mellon’s letter to William R. Green in Rep. Sec’y Treas. 
6 (1923). See also note 181 supra. 

193 MAGILL, op. cit. supra note 90, at 21 ff., especially at 23. 

194 Statistical surveys on the numbers of incomes at the various levels, to be repre- 
sentative of historical trends, must be adjusted to take into account 300% to 400% infla- 
tion of the dollar figure during the past eighteen years. 

195 See SHULTZ, op. cit. supra note 86, at 270 ff., and MAGILL, op. cit. supra note 90, 
at 18-19. 

196 MAGILL, op. cit. supra note 90, at 12, 192 ff. 

197 See SIMONS, op. cit. supra note 99, at 17 ff., 205 ff. 

198 Note 196 supra; Simons, in Law ScHoot CONFERENCES ON Pustic Law 11 (Uni- 
versity of Chicago, 1940). 

199 Supra note 163. 








304 TAX LAW REVIEW [ Vol. 6: 


ment in its administration, and particularly in determining exemptions 
(in this, however, reflecting policy of the executive branch rather than of 
the government as a whole).*° Undesirable collateral effects have been 
seen in reduction of business incentive and in reduction of available in- 
vestment capital for economic enterprise, but these effects are a result of 
the high rates on large incomes under the progressive system rather than 
of the tax as a whole.*” These effects could be eliminated by some leveling 
off of rates without sacrificing the desirable revenue features of this tax. 

A special facet of the income tax, contributing to the undesirable eco- 
nomic effect just mentioned and detracting from the general opinion of 
the fairness of the tax, is in the discriminatory taxation of corporate 
incomes, resulting in dual taxation of the individual conducting business 
through the corporate device.*”* This aspect of the tax would, however, 
be difficult to eliminate. It reflects some political unpopularity of corpora- 
tions generally,” and the discrimination does tend to prevent tax avoid- 
ance through use of corporate shields by the individual taxpayer. Even 
if the general corporate income tax could be dispensed with, it would 
appear essential to retain in that case some sort of penalty surtax, such 
as the personal holding company and undistributed income provisions 
now in effect.” 

The excess profits tax has an avowedly regulatory purpose *°° but pro- 
duces a considerable volume of revenue.*” It is the most difficult of all the 
federal taxes to administer, and the expense of administration goes a 
long way toward canceling out its revenue advantage,”” leaving its gen- 
eral desirability dependent on the strength at any given time of the regu- 
latory policy it expresses.*** It is also subject to a strong economic objec- 
tion as being inflationary in removing business incentive to efficiency in 
minimizing expenses, and particularly in resisting wage inflation pressure. 


200 See Business WEEK, Easier Deductions and Gifts Are Depreciable Too (Apr. 8, 
1950), and Tax Pacts, 44 (Mar. 18, 1950). 

201 Supra notes 189, 194. 

202 MAGILL, op. cit. supra note 90, at 19, 27, 125 ff., 148 ff. 

203 See MAGILL, op. cit. supra note 90, at 121, as to the need for public education on 
this point. 

2047. R.C. §§501, 102. 

205 At least partially. See MAGILL, op. cit. supra note 90, at 146-7; Business WEEK 
124 (Oct. 28, 1950). 

206 See Business WEEK, Whose Excess Profits Tax, 30 (Aug. 19, 1950), as to the 
elements of the various proposals for a new excess profits tax. See also symposium in 
10 Law & Contemp. Pros. 1-184 (1943) on Excess Prorits TAXATION, and especially 
Keith and Brown, The Impact and Burden of Wartime Corporate Taxes, ibid. at 121. 

207 See. Business WEEK, War-Tax Cases Still Unburied, 40 (Mar. 18, 1950), as to 
the continuing burden of section 722. See also Groves, supra note 105, and P-H Lawyer's 
WEEKLY Report, Excess Profits Case Load (Oct. 2, 1950). 

208 See MAGILL, op. cit. supra note 90, at 147-8, on vacillations in the legislative historv 
of this tax. 
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The other federal taxes are all discriminatory excises, resting on one 
or another aspect of regulatory policy. They fall into three general 
groups: customs duties designed to protect either domestic competitive 
producers or domestic consumers; internal excises designed to be pro- 
hibitory in effect; and internal excises designed to be regulatory and 
perhaps to produce some revenue, but not to be prohibitory.*” Of these, 
the second class has almost no revenue advantages, providing no signifi- 
cant yield, not even enough to compensate for the expense of adminis- 
tration. The customs duties are productive within the limits of their base, 
which is much narrower than when America had an “unfavorable” trade 
balance; but they are not elastic, as a small rate differential will often 
suffice to destroy the tax base, or, in the other direction, to defeat the 
regulatory policy.“° They are very stable, not difficult to administer, 
and subject to few complaints as to fairness; but they are increasingly 
unpopular as foreign policy considerations play an increasing role in 
determining domestic political decisions, including tax decisions.”* 

The third class of excises is most productive, is very elastic, and while 
not remarkably stable, is more so than the income tax, the other big 
revenue producer. They are easily administered, too, but are subject 
to some complaints as to fairness because of their discriminatory char- 
acter."* They serve a manifestly regulatory purpose, however, which 
would be defeated if they were levied on other than a discriminatory 
basis. Their good points are suggestive of the desirability of expanding 
their use; this question more properly belongs to the criticism of the 
general sales taxes in use by the states. 

The states have many of the taxes used by the Federal Government, 
and the critical considerations resulting from application of these prin- 
ciples are largely the same as in the case of the federal taxes, except that 
the state taxes lack elasticity to a much greater degree due to the tendency 
of the tax base to vanish—by removal to other states—if rates are in- 
creased above the prevailing state tax level.*** 

The taxes in common use by the states and not by the Federal Govern- 
ment are the direct property and poll taxes and the general non-discrimina- 


209 Into the third category fall the luxury and vice taxes. 

210 SHULTZ, op. cit. supra note 86, at 273-4. See Griswotp, CASES ON FEDERAL TAXA- 
TION (2d ed. 1946), for a summary of customs mechanics. 

211 See Business WEEK, Tariff Squawks Start This Week, 120 (May 27, 1950) ; and 
P-H Lawyer’s WEEKLY Report, Foreign Aid, 32 (Sept. 18, 1950), as to an integrated 
foreign economic policy under the 1950 Gray Report; Ballagh, address before the 
Foreign Traders Association (Mar. 1950). 

212 The legislative history of the 1950 Revenue Act, pre-Korea, is largely a product 
of attempts to reduce these excises (H. R. 8920, passed by the House June 29, 1950). 

213 SHULTZ, op. cit. supra note 86, at 271. 
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tory sales excise. The poll tax is not very productive or elastic though 
stable, easily administered,** and unexceptionable as to fairness (except 
for possible discriminatory administration). It serves a sound collateral 
purpose.*** Its low yield, however, renders it relatively unimportant in 
devising a revenue structure where yield is a serious problem. The prop- 
erty tax, on the other hand, is both highly productive and very stable ** 
and very fair, except as to possible difficulties in equitable assessment 
processes.” It is not especially elastic, as rates are generally near the 
constitutionally or economically permissible maximum.”* It is very easy 
to administer as to realty, more difficult as to tangible personalty, and 
impossible, or nearly so, as to intangibles.”” 

The general sales tax is prodigiously productive, elastic, and easy to 
administer, though not particularly stable.**° Although it can be levied 
in such a way as to meet any standard of fairness, it has been made 
politically unpopular by charges that it is unfair. More accurately, its 
political vulnerability seems to stem from its broad base which touches most 
directly the locus of political power.” It serves a useful collateral purpose 
in increasing tax consciousness, being even more effective in this way 
than the poll tax though not so obviously linking governmental spending 
and governmental selection; **? but this very advantage serves as the 
political undoing of this tax. 

A commonly suggested tax, not in use by either federal or state govern- 
ments, is a tax on savings. This-amounts to a discriminatory spendings 
tax, and can be considered as a specialized type of sumptuary police legis- 
lation, as there is no reason other than the police reason for imposing 


214 SHULTZ, op. cit. supra note 86, at 434-6. 

215 Supra notes 173, 174. 

216 See SHULTZ, op. cit. supra note 86, c. 13: Macitt AND MAGUIRE, op. cit. supra 
note 28, at 23 n. 2. 

217 See SECOND INSTALLMENT. 

218 SHULTZ, op. cit. supra note 86, at 273; Note, 45 Harv. L. Rev. 704 (1932). 

219 Recognition of this latter difficulty legislatively motivated the passage of the Massa- 
chusetts income tax. See Nichols, Taxation in Massachusetts, 463 ff. (3d ed. 1938). 

220 SHULTZ, op. cit. supra note 86, at 270 ff., 531 ff.; MAGILL, op. cit. supra note 90, at 
13; Business WEEK 108 (Sept. 16, 1950), with statistics as to sales tax yields and their 
phenomenally greater productivity than other excises. See also Business WEEK 26 
(June 3, 1950), quoting Lewis Kimmel of the Brookings Institute on the undesirability of 
cutting excise taxes as against reducing income taxes, because of the relative revenue 
potentialities and effects on incentive. 

221 Supra note 140. A recent demonstration of this tendency was the defeat of the 
1947 proposal for a Massachusetts sales tax. 

222 The value of having the taxpayer realize that he is paying a tax may indicate an 
advantage in levying taxes at the retail rather than at the manufacturer’s level. Cf. Byrnes, 
supra note 138, on the desirability of tax consciousness. Current advertising of gasoline 
companies makes some capital of the same point. (“If the price posted on our pumps 
did not include taxes, then folks would know how little gas costs.”’) 
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taxes on the spender rather than the seller.** Such taxes are open to 
theoretical charges of unfairness in their failure to reach non-monetary 
consumption, which cannot practicably or without great hardship be in- 
cluded in a tax which must be collected in money. A spendings tax is 
also much more difficult to administer than one collected through the 
seller; but otherwise it possesses generally the features of the sales tax, 
reaching the same tax base from a different point of view. 

A savings tax reaches an item of consumption not within the terms of 
a sales tax and not usually considered as a type of spending. It is suf- 
ficiently discriminatory to serve a regulatory purpose, desired only in 
a pump-priming era, and generally counter to public policy in a country 
where thrift and individual measures to achieve old-age security have 
been considered worthy of encouragement rather than otherwise. Perhaps 
this is the root of the failure to enact such a tax.** 

The various attempts to reach the economic fact of purchase, or sale, 
or spending, or use—the passing of money, directly or indirectly—have 
been in recognition of the fact that this is the broadest tax base available 
in a healthy economy.” The obstacles have been based not on objections 
to these taxes as revenue devices but on political considerations, directed 
to the general sales tax as insufficiently progressive in nature, or to the 
discriminatory excises as unfair for that reason. These objections, how- 
ever, it seems, could be met, as the sales tax is sufficiently flexible in form 
to be drafted to achieve its primary revenue purpose while not offending — 
any paramount political canon, being tailored to the legislative pleasure 
in that respect. 

The formula for sales tax computation is, broadly expressed, t=.xp, t 
being the tax, p the price, and x the rate of levy. This formula is simplicity 
itself and bespeaks the administrative advantage of such a tax, which 
defies litigation except on constitutional grounds of lack of power to reach 
the tax base. There is no reason, however, why some added refinements 
should not be introduced, to implement legislative policy requiring pro- 
gression or discrimination as to luxury or vice items. 

Two scales of variables should suffice to accommodate all such policies. 
First, all sales and service transactions can be classified into categories, 
depending on the desire to tax more or less heavily, ranging perhaps from 


228 And the policy reason of note 222 supra. See Simons, op. cit. supra note 99, at 
226 ff. 

224 But attempts to reach the same thing by indirection, as in bank deposit taxes, may 
be more successful. See Mass. Gen. Laws, c. 63, §11. A proposal was made by Governor 
Dever in 1950 to extend this area of taxation to eliminate the areas of exemption and by 
taxing bank “dividends” (deposit interest) at 24%. 

225 Reaching effectively gross receipts rather than net income and ‘being broader than 
the income tax by the amount of the differential. 
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a zero category for items to be exempted, such as bread or milk, through 
low-numbered categories for cost-of-living items, to high-numbered cate- 
gories for luxury and vice items. The numbers assigned to the various 
categories need not be consecutive integers but may vary as widely as 
desired by the legislature: milk might be zero, shoes one, meat two, 
cigarettes six, liquor ten, and perfume fifteen, with only six categories 
all together if desired. In the formula then x would be a multiple of the 
constant basic tax denominator, which may be called k, and the variable 
category number, which may be called y. The formula, t=.p, then be- 
comes with this refinement t=ykp, and a discriminatory legislative policy 
is effectuated. 

Granted that there may be degrees of luxury or manifestations of 
wealth in the price of particular items as between thirty-dollar coats and 
thousand-dollar coats, or between five-hundred-dollar automobiles and 
five-thousand-dollar automobiles, the progressive principle may be intro- 
duced by a second sliding scale, according to amount, either within cate- 
gories or independently of the other scale. Granted that there is some 
opportunity for avoidance by manipulation of separate sales slips,”** this 
is limited to the case of a separable purchase of more than one item, and 
could be guarded against by fixing rate discrimination according to in- 
dividual item price. The category number relating to the amount paid 
could vary as steeply as desired to give effect to the progressive principle, 
or to exempt or touch lightly modest living, and the variable category 
number could be called z in the formula. Then +—vyzk, and where t=—sp, 
the formula becomes t=yzkp, reflecting two adjustable scales of legislative 
policy. 

It may be supposed that a license system would be necessitated as an 
adjunct to such a tax if it were desired to reach only retail spending *” 
and to exclude wholesale transactions or individual non-business sales. 
Refinements of classification in preparing the first variable scale might 
be introduced, as “house dress” and “evening gown” instead of just 
“dress,” and “second-hand” as a separate descriptive term, to insure 
reflection of the precise policy attitude desired. 

Manifestly, such an adjustable sales tax would not be an entire substi- 
tute for income taxes, poll taxes, property taxes, or pay-as-you-go financing 
of governmental activity, but, considering revenue factors alone, it would 
be a most useful member of an articulated revenue system of any govern- 


226 As in the case of the Massachusetts restaurant meals tax (Mass. Gen. Laws, 
c. 64 B), which occasions many instances of separate ring-ups on the cash register and 
separate checks for soup and fish to keep each individual charge less than one dollar, 
the minimum taxed amount. — 

227 Cf. the Massachusetts tobacco use tax structure (Mass. Gen. Laws, c. 64 C). 
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ment. In addition to its flexibility and breadth of base, it would have the 
added advantage, once its general formula was enacted, of being familiar 
in general outline to the taxpayer whatever adjustments might be made 
of the variables or even of the rate factor, so that taxpayer resistance to 
changes in tax laws would be minimized.** Perhaps the biggest difficulty 
would be in initial enactment, and this may be entirely fatal in those 
governments where the label “‘sales tax” is likely to defeat not only the 
tax measure but also the proponent when he next seeks election.” 

The impact of tax laws on the individual reflects not only the way the 
legislature applies the principles discussed above, but also the way the 
executive and the courts administer the tax legislation. The general prin- 
ciples which appear to underlie these administrative processes will be the 


next subject of inquiry in this study. 


228 SHULTZ, op. cit. supra note 86, at 279. 
229 Supra note 221. 
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Notes 


The Clifford Doctrine and the Estate Tax 


“If the fruit can be taxed to the settlor as income, 
why may not the tree be taxed to his estate?” * 


Since the famed statement by Justice Holmes in Lucas v. Earl,' horticultural 
allusions in the income tax have flourished and proliferated. The outgrowth 
that has evoked the strongest comments has been the doctrine enunciated in 
the Clifford case.2 From Clifford and the host of fine line decisions, both 
judicial and administrative, that followed in the wake of that case, we learn 
that the mere transfer in trust of the legal ownership of the tree, with 
economic ownership retained, will result in the fruits of the tree being taxed 
to the settlor. 

The Clifford doctrine now is entrenched firmly as a basic concept of the 
income tax law, despite the continuing disputes over its minute ramifications. 
At various times the Commissioner has sought to sow the doctrine in the 
estate tax field. The extent to which the concept of “substantial economic 
ownership” has germinated as a factor in estate tax law is the question to 
which this note is addressed. 

The broad, vague test that was laid down in the Clifford case subsequently 
was particularized by the Treasuty Department’s much disputed Clifford 
regulations.* Stated summarily, these provide for the income of a trust to 
be taxed to the settlor (aside from the provisions of sections 166 and 167) 
despite the transfer of legal ownership when the following conditions exist: 
(a) short-term reversion to the grantor; or (b) dispository powers over in- 
come or corpus in the grantor, directly or indirectly; or (c) retention of 
administrative control by the grantor, directly or indirectly. 


* Judge Goodrich in Comm’r v. Douglass’ Estate, 143 F.2d 961, 963 (3d Cir. 1944). 

1281 U.S. 111 (1930) “. . . we think that no distinction can be taken according to the 
motives leading to the arrangement by which the fruits are attributed to a different tree 
from that on which it grew.” 

2 Helvering v. Clifford, 309 U.S. 331 (1940). 

3 Reg. 111, Secs. 29.22(a)-21 and 29.22(a)-22. The administrative action of the 
Treasury Department in promulgating a definitive set of rules evoked both praise and 
condemnation. For the liveliest, although sometimes personal, dispute see, Pavenstedt, 
The Treasury Legislates: The Distortion of the Clifford Rule, 2 Tax L. Rev. 7 (1946): 
Eisenstein, The Clifford Regulations and the Heavenly City of Legislative Intention. 2 
Tax L. Rev. 327 (1947); Pavenstedt, The Clifford Regulations—Reply to Mr. Eisen- 
stein, 2 Tax L. Rev. 476 (1947); Eisenstein, The Clifford Regulations—A Postscript, 
2 Tax L. Rev. 578 (1947) ; Pavenstedt, The Clifford Regulations—Supplemental Reply 
to Mr. Eisenstein, 2 Tax L. Rev. 569 (1947). The articles discussing the Clifford regu- 
lations are legion. A representative sample are collated in 6 MERTENS, Law or FEDERAL 
INcoME TAXATION, §37.17(b) n. 56. 
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STATUTORY PROVISIONS 


The statutory basis for both the general doctrine and the Commissioner’s 
regulations is to be found in the all-encompassing language of section 22(a) 
of the Internal Revenue Code.t The estate tax law contains language in 
section 811(a) that purports to be similar in sweep.* 

The distinction between the two provisions is as obvious as their similarity. 
Both are framed in general language; both purport to be wide in scope. To 
the uninitiate, despite the more expansive wording of section 22(a), the 
significance of economic ownership to the income tax would seem to have 
equal vitality when applied to the estate tax. The Commissioner has vigorously 
espoused this thought on several occasions, but the similarity has escaped the 
attention of the courts. 

If the income and estate taxes were completely integrated and correlated, 
the grantor of a “Clifford” trust would have the trust corpus included in 
his estate upon his death. Any other conclusion would belie the existence 
of a synthesized tax system. The fact of the matter is that the separate levies 
on income, the transmission of property by gift, and the transmission of 
property at death have developed along independent lines without any legis- 
lative attempt at correlation. Consequently, the transference of the Clifford 
concept from the income tax over to the estate tax must be, grounded on more 
than an a priori approach and the desire to preserve a neat, logical plan of 
trust taxation. 

The failure to correlate the components of our taxing system has produced 
many anomalous results. The wholly illogical distinctions between the income - 
and estate taxation of trusts are legion, but a single example will suffice for 
illustration. Leaving Clifford to one side for the moment, if the grantor of 
a trust reserves the power to revoke, in conjunction with a person having a 
substantial adverse interest, the provisions of section 166 will relieve him of 
income tax on the trust income.* Under the provisions of section 811(d) of 
the estate tax, however, the same grantor nevertheless would have the trust 


41.R.C. §22(a): “ ‘Gross income’ includes gains, profits, and income derived from 
salaries, wages, or compensation for personal service . . . of whatever kind and in what- 
ever form paid, or from professions, vocations, trades, businesses, commerce or sales, or 
dealings in property, whether real or personal, growing out of the ownership or use of 
or interest in such property; also from interest, rent, dividends, securities, or the trans- 
action of any business carried on for gain or profit, or gains or profits and income 
derived from any source whatever.” 

5T.R.C. §81l1(a): “The value of the gross estate of the decedent shall be determined 
by including the value at the time of his death of all property, real or personal, tangible 
or intangible, wherever situated, except real property situated outside of the United 
States—(a) Decedent’s Interest—To the extent of the interest therein of the decedent 
at the time of his death.” 

®I.R.C. §166: “Where at any time the power to revest in the grantor title to any part 
of the corpus of the trust is vested—(1) in the grantor either alone or in conjunction 
with any person not having a substantial adverse interest in the disposition of such part 
of the corpus or the income therefrom ... then the income of such part of the trust 
shall be included in computing the net income of the grantor.” 
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corpus included in his gross estate.’ This incongruous result and the other 
illogical facets of trust taxation have been excused by the courts on the ground 
that there is no necessary correlation between estate, gift, and income taxes.* 
These peculiarities have not gone unnoticed by the Treasury Department. 
In 1947 the “salmon colored pamphlet” was issued by the Department and 
its Advisory Committee, in which the proposal was advanced to correlate 
and integrate our tax system in a manner that would simplify the tax treat- 
ment of trusts.° For present purposes the details of the proposal are not 
important, but among other changes, the Committee recommended a single, 
cumulative transfer tax that would be completely integrated with the income 
tax. While some of the detailed provisions have been sharply criticized, the 
general approach and intent have been well received.?® If a sweeping proposal 
of this nature were to receive legislative sanction, our problem would become 
academic. For the present, at least, there is no necessary correlation between 
income and estate tax levies and the volatile qualities of the Clifford doctrine 
must be examined within the framework of our uncorrelated tax system. 


JupicraL CoNsTRUCTION 


Any pragmatic consideration of Clifford in relation to the estate tax must 
commence with the decision of the Supreme Court in Helvering v. Safe De- 


TIR.C. §811(d): “To the extent of any interest therein of which the decedent has 
at any time made a transfer . . . by trust or otherwise, where the enjoyment thereof 
was subject at the date of his death to any change through the exercise of a power (in 
whatever capacity exercisable) by the decedent alone or by the decedent in conjunction 
with any other person . . . to alter, amend, revoke, or terminate. . . .” (emphasis added). 

Where the power to revoke is vested in a third party lacking a substantial adverse 
interest, the transferor will be subject to income tax, but section 811(d) fails to reach 
the transfer for purposes of estate tax. For other absonant examples, see Higgins v. 
Comm’r, 129 F.2d 237, 240 (1st Cir. 1942); Feperat Estate anp Girt Taxes; A 
PRoPosAL FOR INTEGRATION AND CORRELATION WITH THE INCOME Tax 9-13 (U.S. Printing 
Office, 1947) ; Warren, Correlation of Gift and Estate Taxes, 55 Harv. L. Rev. 1 (1941); 
Griswold, A Plan for the Coordination of the Income, Estate and Gift Tax Provisions, 56 
Harv. L. Rev. 337 (1942). 

8 Sanford v. Comm’r, 308 U.S. 39, 47-8 (1939) ; Smith v. Shaughnessy, 318 U.S. 18 
(1943) ; 2 Paut, Froerat Estate anp Grrr Taxation, §17.17 (1946 ed.). 

In the Clifford case itself, the grantor had paid a gift tax on the transfer in trust. The 
double imposition on a Clifford trust received judicial approval in Comm’r v. Prouty, 
115 F.2d 331, 337 (1st Cir. 1940), but the Court invited Congress to resolve the 
incongruities. 

9 FeperaL EstaTe AND Girt TAXES; A PROPOSAL FOR INTEGRATION AND CORRELATION 
WITH THE INcomE Tax (U.S. Printing Office, 1947). 

10 Platt, Integration and Correlation—The Treasury Proposal, 3 Tax L. Rev. 59 
(1947) ; Alexandre, A Summary of the Treasury's Study on Integration and Correla- 
tion, 15 Taxes 955 (1947) ; Wales, Consistency in Taxes—The Rationale of Integration 
and Correlation, 3 Tax L. Rev. 173 (1947) ; DeWind, Proposal for Estate and Gift Tax 
Revision: The Treasury-Advisory Committee Study in Proceepincs or New York UNI- 
vERSITY SIXTH ANNUAL INSTITUTE ON FEDERAL TAXATION 1 (1948). There also have 
been serious proposals for revision of the gift and estate tax laws in favor of alternative 
levies. See Rudick, A Proposal for an Accessions Tax, 1 Tax L. Rev. 25 (1945); 
Rudick, What Alternative to the Estate and Gift Taxes? 38 Carir. L. Rev. 150 (1950). 
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posit and Trust Company of Baltimore (Reynolds Estate). The facts in 
this case were substantially as follows. The decedent, the son of R. J. Reyn- 
olds, was the income beneficiary of three trusts created separately by his father 
and mother. While there were certain differences in the provisions of the 
three trusts, each provided that Zachary Smith Reynolds was to receive all 
or a part of the income until he attained the age of 28 years, subject to certain 
restrictions on alienation. In one trust the decedent was to become the com- 
plete owner at age 28; in the other two the restrictions on alienation were 
removed at that time and he was to receive the full income thereafter for 
life. Each of the trusts gave the decedent a general testamentary power of 
appointment over the trust property. In default of exercise of the power 
the properties were to go to his descendants, or if he had none, to his brothers 
and sisters and their issue per stirpes. 

Reynolds was domiciled in North Carolina at the time of his death at age 20, 
and under local law he was incapable of executing a valid will. He had made 
an ineffectual effort to change his domicile to New York where he had executed 
a will exercising the power of appointment in favor of his brother and sisters. 
It was finally determined that he died intestate although compromise payments 
had been made to decedent’s siblings, who claimed he died testate. The power 
of appointment, therefore, had never been exercised validly. The Revenue 
Act of 1926 specifically dealt with an exercised power,’ so the Comaiiiis_ oner 
turned to section 811(a) as a basis for including the trust property in the 
gross estate. 

The arguments of the Commissioner in this estate tax case were grounded 
upon the Clifford doctrine in the income tax. The sum total of rights attribut- 
able to Reynolds, argued the Commissioner, amounted to such economic 
ownership of the trust property as to warrant treating him as the legal owner 
for purposes of the estate tax. Like section 22(a) in the income tax, the 
statutory justification for this position was attempted to be found in the broad 
provisions of the precursor of section 811(a).’* It was contended that aside 
from the specific delineations found elsewhere in section 811, taking all of 
the economic factors into consideration, Reynolds had an “interest” in the 
trust property within the contemplation of section 811(a). 

In his arguments the Commissioner emphasized the equality of Reynolds’ 
relationship to the property to that of an owner in fee simple.** He had the 


11316 U.S. 56 (1942). 

12 Revenue Act of 1926, Sec. 302(f): “To the extent of any property passing under 
a general power of appointment exercised by the decedent (1) by will, or (2) by deed 
executed in contemplation of, or intended to take effect in possession or enjoyment at or 
after his death, ....” This statutory language was strictly construed in Helvering v. 
Grinnell, 294 U.S. 153 (1935). 

13 Revenue Act of 1926, Sec. 302(a). The language of Section 302(a) of the earlier 
Act and section 811(a) of the Code (note 5 supra) are identical. For the sake of sim- 
plicity (and at the expense of complete accuracy), section 302(a) is referred to indis- 
criminately herein as section 811 (a). 

14 Brief for the Petitioner, pp. 11-16. 
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right to the income coupled with the sole power to determine who would 
receive the property at his death. The Treasury Department chose to minimize 
the importance of the restrictions on alienation, but the taxpayer pointed to 
their practical effect on the economic value of the income rights. Similarly, 
the Government emphasized the fact that no one other than Reynolds could 
determine the disposition of the property on Reynolds’ death; the taxpayer 
urged that a power that could be exercised only by a person who had attained 
majority was of no practical value to a minor. 

The Supreme Court listened to these “eminently practical” arguments but 
never reached the question whether the bundle of rights possessed by Reynolds 
was substantially equivalent to legal ownership. The Court concluded that 
section 302(a) [811(a)] had no application. However, like many judicial 
utterances, the decision raised more questions than it resolved. Whether 
economic control retained by the settlor of a trust might be the basis for 
estate taxation under section 811(a), when the more specific subsections 
have no application, was not squarely answered. The economic control vested 
in Reynolds, however, was not sufficient to qualify as an “interest” in the 
trust property. This much was clear: 

Viewing Section 302(a) in its background of legislative, judicial and ad- 
ministrative history, we cannot reach the conclusion that the words ‘interest 

. of the decedent at the time of his death’ were intended by Congress to 
include property subject to a general testamentary power of appointment 
unexercised by the decedent.** 


The Court deemed it unnecessary to evaluate the decedent’s rights in relation 
to complete ownership. Clifford was recognized by relegation to a footnote." 

The Reynolds Estate case was decided in 1942. It was followed by several 
Tax Court decisions in which the breadth of the language of section 811 (a) 
was reconsidered. The first of these was Estate of Gertrude Leon Royce." 
Here the decedent was the life income beneficiary of a trust created by her 
husband, which gave her an unrestricted power to invade corpus. The estate 
tax failed to reach the trust property by reason of any of the specific sub- 
sections of section 811, and as a last resort the Commissioner contended that 
the income rights, coupled with an unlimited right to draw down the corpus, 
constituted an “‘interest” in the trust property. The Tax Court did not pre- 
clude the possibility that a given bundle of economic rights might qualify 
as the type of interest referred to in section 81l(a). The trust property 
was excluded from the gross estate because the decedent’s position approx- 
imated that of a donee of an unexercised power of appointment, and the 


15 316 U.S. 56, 59 (1942). 

16 [bid.: “In declining to pass upon this issue, we do not reject the principle we have 
often recognized that the realities of the taxpayer’s economic interest rather than the 
niceties of the conveyancer’s art should determine the power to tax. Nor do we deny 
the relevance of this principle as a guide to statutory interpretation where, unlike here, 
the language of a statute and its statutory history do not afford more specific indications 
of legislative intent. Helvering v. Clifford, 309 U.S. 331, 60 S. Ct. 554, 84 L.Ed. 788.” 

17 46 B.T.A, 1090 (1942). 
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Supreme Court had already concluded that an unexercised power was outside 
the contemplation of section 811(a).'® 

The Tax Court had subsequent opportunities to face squarely the question 
of the applicability of the economic equivalence doctrine of Clifford to the 
estate tax but adroitly skirted the issue. In Estate of Edward Bradley and 
Estate of Henry S. Downe * the Tax Court assumed the validity of the 
doctrine for the sake of argument, but expressly indicated that it was not 
deciding this point. The use of this judicial device could only be taken to 
mean that in the eyes of the Tax Court this question had not been resolved 
by the Supreme Court in Reynolds Estate. The necessity of resolution by 
the Tax Court was obviated by deciding that under the particular facts in 
these two cases the decedent’s economic control was not substantially equiva- 
lent to legal ownership. 

In Bradley the Commissioner claimed that the decedent had an “interest” 
in the corpus of a trust that he had created, reserving the power to designate 
the beneficiaries (other than himself) during his lifetime. In Downe the 
decedent was the grantor of a trust over which he had retained certain ad- 
ministrative controls. These cases involved the type of retained powers that 
are specifically covered by the Clifford regulations. In both instances the 
Commissioner sought to transfer the rationale of Clifford from the income 
tax to the estate tax. : 

The theory of the doctrine can be applied to section 811(c) as well as to 
section 8ll(a). The type of power retained by the grantor-decedent in 
Bradley (designation of beneficiaries) is explicitly covered by the statutory 
provisions of section 811(c).** In the Downe case the argument stemmed © 
from the retention of administrative controls over the trust property, and the 
Tax Court referred to the possible application of Clifford to both subsections 
(a) and (c) of the Revenue Act of 1926. Although the Commissioner was 
unsuccessful on both grounds in that case, it would seem that a stronger 
case can be made under the literal language of section 811{c). Where broad 
administrative powers are reserved by the grantor of a trust, he might be 
said to have retained the enjoyment of the trust property, or something that 
is substantially equivalent to enjoyment in an economic sense. So far the 
Tax Court has failed to say that.?? 


18 The Board also indicated that subsection (a) does not modify subsection (d). 

19] T.C. 518 (1943), aff'd sub nom. Helvering v. Washington Trust Company, 140 
F.2d 87 (2d Cir. 1944). 

202 T.C. 967 (1943). 

21“. . the right, either alone or in conjunction with any person, to designate the per- 
sons who shall possess or enjoy the property or the income thereof. .. .” The trust in 
Bradley, which was of a pre-1931 variety, now would be included in the gross estate under 
section 811(c) as interpreted by the decision of the Supreme Court in the Church case 
(note 23 infra). The dissenting opinion in Bradley anticipated this result. 

22 See, Pedrick, The Artful Dodger Trust Faces Life and Looks at Death, 28 Taxes 
1151 (1950). In Spiegel (note 24 infra) the applicability of Clifford to section 811(c) 
was argued (335 U.S. 701, 709 (1949)): “The failure to remand this case for the deter- 
mination of further facts which would be material under the tests of the Clifford case 
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If the Tax Court has been obscure on the extension of the Clifford concept 
to the estate tax, it is clear that the Supreme Court has entertained similar 
doubts. The most significant developments of recent date in the estate tax 
have been the pronouncements of the Supreme Court in the Church ** and 
Spiegel ** cases. During the reargument of these companion cases the Court 
went off on an extensive inquiry of its own and requested counsel to consider 
nine specific questions. The ninth question indicated how imprecise the de- 
cision in Reynolds’ Estate was with respect to the Commissioner’s contention 
in that case: *° 


9. What is the effect of the rulings of Helvering v. Clifford . . . upon these 
trusts? 


In the Spiegel case the grantor-decedent had transferred property in trust 
during his lifetime in which he had a remote possibility of reverter arising 
by operation of law. The Court interpreted Hallock ** to include a remote 
reverter by operation of law as well as an express reverter. The majority 
opinion was grounded entirely on section 811(c).?* Despite the arguments of 
counsel, the Clifferd case did not even merit a footnote in the majority opinion. 
The consideration of the “effect of the rulings of Helvering v. Clifford” was 
relegated to mention in dissenting opinion. 

The comprehensive dissenting opinion by Justice Burton considered five 
separate bases that might have been used to reach the trust property for 
purposes of the estate tax. One of them was the Clifford concept, but like the 
other theories Justice Burton felt that it was not a proper basis for estate 
tax liability. 

As a matter of statutory interpretation, the difference in wording of section 
22(a) and section 811 was pointed out.** The primary argument, however, 
was the same as that urged unsuccessfully by the taxpayer in the Clifford 
case, to wit; the fact that sections 166 and 167 of the income tax provided 
a particularized pattern for the taxation of trusts indicated legislative intent 
to preclude the application of section 22(a).*° The Supreme Court was un- 


does not settle the question that has been argued as to the application of those tests under 
§811(c).” 

23 Comm’r v. Church’s Estate, 335 U.S. 632 (1949). 

24 Spiegel’s Estate v. Comm’r, 335 U.S. 701 (1949). 

25 Journal Supreme Court, Oct. Term, 1947, pp. 297-298. 

26 Helvering v. Hallock, 309 U.S. 106 (1940). 

27 335 U.S. 701, 705: “He has therefore not made that ‘complete’ kind of trust transfer 
that §811(c) commands as a prerequisite to a showing that he has certainly and irre- 
vocably parted with his ‘possession and enjoyment.’” 

28 Jd. at 707: “Furthermore, there is a sharp contrast between §22(a) and §811(c) of 
the Internal Revenue Code as a starting point for the application of the doctrine of the 
Clifford case. Section 22(a), upon which the Clifford case rests its expansion of the 
traditionally taxable income of the taxpayer invites or at least permits the broad inter- 
pretation given to it. Section 811, on the other hand, contains no sweeping inclusions.” 

29 Compare id. at, 14: “If Congress had intended to sweep into the gross estate of the 
decedent broad classifications of transfers inter vivos, contrary to the limitations upheld 
in Reinecke v. Northern Trust Co. .. ., supra, or as would result from the application 
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impressed with this argument with reference to section 22(a) in Clifford, 
yet the force of this contention in relation to the estate tax captured Justice 
Burton nine years later. It is unfortunate that the majority opinion did not 
consider the conflicting arguments that were advanced in answer to the Court’s 
own question. 

The most explicit statement to the effect that section 811(a) is not the 
same catch-all as section 22(a), is contained in a fairly recent case. In Estate 
of Alexander K. Sessoms*® the Tax Court concluded that the Reynolds 
Estate case had disposed of the question.*t In Sessoms the decedent had 
created a family trust in which he retained certain powers that the Commis- 
sioner conceded did not fall within either section 811(c) or section 811(d). 
The contention that the trust came under the estate tax by virtue of the broad 
reach of the Clifford doctrine was quickly answered: 


See Helvering v. Safe Deposit & Trust Company of Baltimore, 316 U.S. 56, 
wherein the doctrine of ‘substantial ownership’ was rejected in the estate tax 
field.5* 


It is surprising to find that the Tax Court has been so vacillating on a ques- 
tion that is of fundamental importance to the estate tax. Only in this most 
recent decision has the Tax Court taken a clear-cut position. 

The analysis of the cases reveals an inclination to avoid the question, yet 
the conclusion remains that the Clifford doctrine has failed to gain a foothold 
in the estate tax. A more rational solution lies in a coordinated tax system.** 

—Maurice C. Gree: ” 


Mortgagor’s Gain on Mortgaging Property for More Than Cost 
Without Personal Liability (Contentions of Taxpayer’s Counsel in a 
Pending Case). It is unlikely that any taxpayer will ever actually succeed in 
taking a cash profit from his property without paying the appropriate tax. 


of the doctrine of Helvering v. Clifford, many of the foregoing specific extensions would 
not have been necessary.” with the conclusion in Clifford, 309 U.S. 331, 334 (1940): 
“We should add that liability under section 22(a) is not foreclosed by reason of the 
fact that Congress made specific provision in section 166, for revocable trusts, but failed 
to adopt the Treasury recommendation in 1934 . . . that similar specific treatment should 
be accorded income from short term trusts.” 

30 P-H T.C. Mem. Dec. 149,286. 

31 The fact that this decision was in the form of a memorandum opinion of the Tax 
Court, theoretically is an indication that the issue is well settled. It should be recalled 
that the Board of Tax Appeals rendered its decision in the Clifford case as a memo- 
randum decision. 

82 P-H T.C. Mem. Dec. {[49, 286, 49-933. 

33 Justice Burton prefaced his dissenting opinion in the Spiegel case with a formal 
invitation to Congress: “Today’s decision adds to the difficulties in the troubled field of 
estate tax law. It may, however, serve a good purpose if it leads to a simultaneous con- 
sideration by Congress of the related fields of income, gift and estate.taxation in connec- 
tion with the creation or transfer of future interests.” 

*Member of New York, Connecticut, and Michigan bars. 
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There is, however, a technique which bids fair to accomplish this, unless the 
courts or the legislature employ sufficient imagination to combat it. Suppose a 
taxpayer buys real property for $25,000 cash, subject to an existing mortgage 
of $75,000. When the property appreciates in value to $200,000, he obtains 
an additional mortgage for $100,000 without personal liability. As of that 
moment the taxpayer will have fully recovered his initial cash investment, 
and will be ahead $75,000 which he need never repay. It is commonly sup- 
posed, however, that no tax may be imposed on this profit at the time of 
placing the mortgage, because “the resulting indebtedness prevents the bor- 
rowing from creating gain.” * 

If the taxpayer now makes a gift of the mortgaged property, there appears 
to be no theory to support a tax on the $75,000 “boot.” Witness the Com- 
missioner’s loss of the recent Farrier case,” in which he attempted to extend 
the Horst rationale * to unrealized appreciation in donated property. The net 
result is that the $75,000 will never become subject to tax in the hands of 
the taxpayer. In fact, if the taxpayer contributes the mortgaged property to 
charity, he may get a tax deduction of $25,000. 

This is, of course, an uncommon case. Normally, the taxpayer will not 
make a tax-free disposition of the property. He will sell it to a third party 
subject to the mortgage,‘ or drop it in foreclosure,’ or deed it to the mortgagee 
in lieu of foreclosure. Any of these transactions would provide the requisite, 
closed event with respect to the property. Consequently, if a gain inhered in 
the taxpayer’s dealings with the property, it could be taxed then. Therefore, 
the problem posed by mortgaging property for more than its cost is not so 
much one of preventing avoidance of tax on the gain implicit in such a trans- 
action, as of timing the taxation of this gain. 


THE CHOICE 


The alternatives are either to tax the gain when the mortgage is placed, 
or to tax it when the mortgagor disposes of the property, whether by sale, 
by foreclosure, or by conveyance to the mortgagee in lieu thereof. As for 
the latter alternative, there is something paradoxical about charging a property 
owner with gain when he loses his property in foreclosure and receives no 
money or other tangible property therefor. What the property owner does 


1 See Mendham Corp., 9 T.C. 320 (1947). 
~~ *W. O. Farrier Estate, 15 T.C. No. 41 (1950). For criticism of the position advanced 
in this case by the Commissioner, see Miller, Gifts of Income and of Property: What 
the Horst Case Decides, 5 Tax L. Rev. 1 (1949). But see dictum in Parker v. Delaney, 
50-2 USTC 9416 (D.C. Mass. 1950), that unindebted mortgagor may realize taxable 
gain even if he abandons property. 
3 Helvering v. Horst, 311 U.S. 112 (1940). 
4 See Crane v. Comm’r, 331 U.S. 1 (1947). 
- 5, See R. O'Dell & Sons Co., 8 T.C. 1165 (1947), aff'd, 169 F.2d 247 (3d Cir. 1948) ; 
Vvendham Corp., 9 T.C. 320 (1947). 
® See Parker v. Delaney, supra note 2; Lutz & Schramm Co., 1 T.C. 682 (1943). 
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receive from such a transaction, however, is discharge of his mortgage liability. 
It is, therefore, perfectly clear that foreclosure or conveyance in discharge 
of the mortgage may be the occasion for a gain where the basis of the prop- 
erty is less than the amount of the mortgage liability discharged. Many recent 
cases have taught this lesson.* This is simply the converse of the loss that 
would be realized were the basis higher than the amount of the mortgage. 

Gain (or even loss) on foreclosure measured by the full amount of the 
mortgage cannot be explained so readily where the property owner is not 
liable on the mortgage, and the property is worth less than the mortgage, since 
there is an apparent absence of personal consideration passing to the property 
owner in the extinction of so much of the mortgage debt as exceeds the actual 
value of the property. The law is unsettled as to the full “amount realized” by 
the mortgagor in such circumstances.® 

Even if the law finally settles in favor of including the full amount of 
the mortgage in the amount realized in every instance, this does not determine 
the time when the profit on mortgaging over cost should be taxed, since the 
computation of gain requires comparison of that which is embraced by the 
concept “amount realized” with that which is included in the concept of 
“basis.” ° If it is decided that the profit implicit in receiving mortgage pro- 
ceeds free of return in a greater amount than the cost of the property so mort- 
gaged is to be taxed at the time of placing the mortgage, it is a relatively simple 
matter to increase the basis of the property by the amount of that profit to 
prevent its becoming taxable again on the disposition of the property. 

It is submitted that the courts have a free choice as between taxing this 
profit either when the mortgage is placed or when the property is disposed of. 
The cases which have so far attributed a gain to the mortgagor on the disposi- 
tion of his property have not involved a gain from mortgaging for more than 
cost. Instead, they have involved technical tax gains resulting from adjust- 
ments to basis for depreciation which reduced the basis below the amount of 


7 See cases cited at notes 5 and 6 supra; cf. Crane v. Comm’r, 331 U.S. 1 (1947). 

8A dictum in the Crane case, supra note 4, indicates that the amount realized by the 
mortgagor in such circumstances might be limited by the actual value (or bid price) of 
the property, where this is less than the mortgage. On the other hand, the Tax Court 
has charged an unindebted mortgagor with the full amount of the mortgage, notwith- 
standing the lesser value of the property, reasoning that the net result of the taxpayer’s 
dealings with the property over the years was to give him the benefit of the full amount 
of the mortgage proceeds, and that he must therefore account for this taxwise. Lutz & 
Schramm Co., 1 T.C. 682 (1943); Mendham Corp., 9 T.C. 320 (1947); cf. Parker v. 
Delaney, supra note 2. A-considerable amount of inconclusive literature has accumulated 
on this problem. See, for example, Braunfeld, Subject To A Mortgage, 24 Taxes 424 
(1946), 24 Taxes 557 (1946), and 25 Taxes 155 (1947); Engel, Effects of the Crane 
Case in ProceEDINGS OF New YorK University SIXTH ANNUAL INSTITUTE ON FEDERAL 
TAXATION 379 (1948) ; Meyer, Disposition of Real Estate Where Mortgage Indebtedness 
Exceeds Tax Basis in PRocEEDINGS OF NEw York University SEVENTH ANNUAL INsTI- 
TUTE ON FEDERAL TAXATION 338 (1949) ; Note, 60 Harv. L. Rev. 1324 (1947); Note, 
49 Cor. L. Rev. 845 (1949). 

®LR.C. §111. 
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the mortgage.’® The first case to present the actual problem of mortgaging 
over cost is now pending before the Tax Court."* This note will outline the 
arguments made by the taxpayer in that case in favor of an immediate tax 
at the time of placing the mortgage. 


THE Economics 


It can be readily demonstrated that mortgaging property in excess of cost 
without personal liability is, or at least should be, an immediate income-realiz- 
ing event to the extent of the difference between the cost and the mortgage. 
The owner of the property is at that moment in receipt of more money than 
he invested in the property. The profit he then has is his to keep absolutely 
without restriction. He may walk away from the property and pocket his 
profit—and he will certainly do so if the value of the property does not 
support the mortgage at the time payment is due. The absence of liability to 
return any of the money puts a floor under his profit. He need no longer 
lose a cent in the property. Because he still owns an equity in the property, 
he can increase this profit subsequently, but it can never be decreased. From 
that time forward only gain inheres in his investment. He has, in effect, ex- 
changed an interest in his property for cash. Since the cash received more 


10 The Crane, O’Dell, Mendham, and Parker cases, notes 4-6 supra, acknowledged 
that the gain resulted from depreciation adjustments. This is not made explicit in the 
Lutz & Schramm case, note 6 supra, but is readily inferable from the facts. The tax- 
payer had acquired improved real property on its organization in August, 1924. Its cost 
was not indicated in the opinion. Five months later, in January, 1925, the taxpayer re- 
ceived a loan of $361,000, to secure which it gave its bond and mortgage on the property. 
In 1934 the debt was reduced by amortization to $300,000, and the taxpayer was released 
of personal liability on the mortgage. In 1937, when the mortgage was past due, the tax- 
payer transferred the property to the mortgagee in lieu of foreclosure. The property 
was then worth $97,000, and had an adjusted basis of $257,435.42. The Tax Court held 
that the taxpayer realized a gain in 1937 in the amount of the difference between the 
basis and the debt. Observe that the $361,000 mortgage loan was taken out only five 
months after the property had been acquired by the taxpayer. Although the original cost 
and basis of the property are not given, it must be assumed that the value of the prop- 
erty was in excess of the mortgage, or the creditor would not have been willing to 
make the loan. In the absence of a bargain purchase, the basis too must have been in 
excess of the mortgage, since the only thing that could have reduced it in the five-month 
interval was depreciation. On these assumptions the receipt of the mortgage loan did not 
represent a profit for the taxpayer but merely a partial return of capital. The tax gain 
in 1937 was purely the result of depreciation deductions which lowered the basis below 
the mortgage debt. 

11 Wood Associates, Inc., T.C. Docket No. 24584. The taxpayer was represented 
by the firm of Rabkin & Johnson, with which the author is associated. The simplified 
facts were that an individual acquired property for a total purchase price in cash and 
mortgage liability of $300,000 and subsequently refinanced the mortgage, getting a new 
mortgage of $400,000 without personal liability. Thereafter the individual conveyed the 
property to his corporation in a tax-free transfer under section 112(b) (5), the corpora- 
tion taking subject to but not assuming the mortgage. The property was still later fore- 
closed when the mortgage was substantially unchanged. The issue in the case is whether 
the profit attributable to the $400,000 mortgage is taxable in the year of foreclosure,, or 
whether it should have been taxed in the year the mortgage was placed. © 
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than repays him for his investment, it represents profit; and since he is not 
obliged to return any of the cash, the profit can never be lost. 

It is not suggested that every mortgaging of property without personal 
liability gives rise to gain. The gain comes from the fact that money has 
been received out of the property, through a mortgage, in an amount in 
excess of the taxpayer’s investment in the property; the absence of personal 
liability is merely the circumstance that makes the gain realizable. If the 
amount of the mortgage were less than the taxpayer’s net investment in the 
property in cash and purchase money mortgage obligations (as reduced by 
depreciation allowances in the interval between his acquisition of the property 
and the placing of the mortgage), the mortgage would merely represent a 
partial return of capital, and would not be the occasion for the recognition 
of gain. 

The only legitimate objection to recognizing the taking of mortgage money 
out of the property as a sufficiently closed event to warrant its recognition 
for tax purposes, is the fact that the mortgagor will presumably repay the 
money in the form of mortgage amortization if he intends to retain the prop- 
erty. However, the probability or improbability of amortization payments 
should have no bearing on the realization of gain, for payments on a mortgage 
by an unindebted mortgagor are more like voluntary reinvestments in the 
property than like repayments of a debt. Whether or not the unindebted 
mortgagor will amortize the mortgage is entirely up to him. The considera- 
tions prompting amortization of a mortgage which carries no personal liability 
are basically different from those obtaining in case of a mortgage carrying | 
personal liability. The calculations of an owner in the former situation are 
not unlike those he would make in contemplating a new investment; his 
actions are dictated solely by the values in the property. 

Moreover, the mere fact of repayment of the mortgage entirely, or pro 
tanto, does not wipe out the mortgagor’s gain. So long as the property values 
hold up, each mortgage payment increases the mortgagor’s equity, and pre- 
sumably no repayments will be made unless they accomplish this. It is only 
repayment coupled with a subsequent decline in the value of the property that 
can erase the gain taxed on placing the mortgage. This contingency does not 
seem sufficient to prevent the mortgage transaction from having the quality 
of a closed, identifiable, income-realizing event.’* 


THE PRACTICALITIES 


To this point there has been mentioned only the economic justification for 
recognizing the gain on mortgaging over cost at the time of obtaining the 


12 The situation is somewhat analogous to that of the personally indebted mortgagor 
who sells property to a buyer subject to the mortgage. The fact that the property may 
subsequently decline in value in the hands of the buyer and, if the mortgage is fore- 
closed, make the original mortgagor liable for a deficiency, does not preclude the recog- 
nition of income to the mortgagor on the occasion of his sale of the property in the full 
amount of the consideration paid by the buyer. 
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mortgage. There are equally persuasive practical reasons. In the first place, 
that is the time when the taxpayer has his money and is therefore best able 
to pay his tax. If the Government must wait for its tax until the ultimate 
disposition of the property, which may be many years later, the taxpayer 
may become financially unable to pay the tax. The taxpayer may quite 
legitimately make gifts of the mortgage money immediately upon his receipt 
of it; and transferee liability could not be availed of by the Government 
against the donee, since no liability for the tax could be said to have accrued 
at the time of these gifts. The disposition of the property itself will not 
provide the mortgagor with the necessary tax money if the value of the 
property is not then sufficiently in excess of the mortgage to produce the 
requisite cash. 

Our entire income tax structure is based upon self-assessment and honest 
voluntary compliance. If taxpayers were clearly told that the law required 
an immediate tax upon non-debt mortgage proceeds in excess of basis, there 
is no doubt that the vast majority of them would so report their income. They 
would surely understand a rule which taxes their gain when they have the 
money to pay their tax, more readily than they can understand how income 
may be realized when they lose their property without a penny’s worth of 
economic benefit at the time of the loss. 

Furthermore, enforcement of the tax is facilitated by a levy in the year 
the mortgage proceeds are received. In the case of individual returns (where 
comparative balance sheets are not available), the Bureau’s best check on 
income which a taxpayer fails to report is cash receipts. If the taxpayer has 
received cash during the taxable year which is not reported as income, he must 
offer an explanation. One. possible explanation is that it represents a loan; 
another is that it represents a return of capital. If the mortgage transaction 
does not: qualify under either of these explanations, the agent asserts a 
deficiency. 

In addition, postponing the tax until a taxable disposition of the property, 
opens up opportunities for legitmately avoiding the tax entirely. The mort- 
gagor can give away the property, or donate it to charity, as noted at the 
outset of this note. Another device (although vulnerable under section 112(k) 
of the Code if tax avoidance predominates) is a transfer of the mortgaged 
property to a controlled corporation in a tax-free transfer under section 
112(b)(5). Assume that property purchased for $25,000, subject to an 
existing mortgage of $75,000, is mortgaged for an additional $100,000 when 
the property appreciates in value to $200,000. If the property is then trans- 
ferred in exchange for stock worth $25,000, the owner has converted a cash 
investment of $25,000 into mortgage money of $100,000 and stock worth 
$25,000, for a net gain of $100,000—presumably with no tax. If he later 
sells the stock for $25,000 (its value when he received it), he will probably 
report a taxable gain of only $25,000, because, unless the tax law overcomes 
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its abhorrence of a negative basis,’* his basis for the stock will have been 
zero, computed as follows under section 113(a) (6): 


Basis of property transferred for stock......... 100,000 
Less liabilities assumed by corporation.......... 175,000 
Rr ee rere 0. 


While the corporation will take over his basis for the property ** and then 
might ultimately be charged with the tax its stockholder has avoided,’* if 
this corporation were a one-asset corporation (as is usual in the case of real 
estate corporations), it could easily be judgment-proof. 


THE LEGALITIES 


There thus appear to be many reasons why the collection of the revenues 
would best be served by imposing the tax at the moment when the profit is 
realized. And, as has been shown, there is full economic justification for a 
tax at that moment. There remains for consideration the legal basis for 
imposing such a tax within the structure of the Internal Revenue Code. At 
the outset, it may be said that there is no serious difficulty in recognizing the 
profit inhering in mortgaging property for more than its cost as income under 
section 22(a), that is, “gain, profit, or income derived from dealings in 
property growing out of the ownership or use of or interest in such property.” 
There could be no more fitting description of the profit resulting from mort- 
gaging property over its cost. It is now accepted as commonplace that Con- 
gress intended by section 22(a) to reach anything that constitutionally repre- 
sents gross income. If the Supreme Court could hold under that section that 
a building on leased land represents income to the lessor upon the termination 
of the lease, no court should have difficulty in finding income when a mort- 
gagor receives cash which he is not required to repay.'® 

It is essential, however, that the income realization upon mortgage proceeds 
should be limited to the excess of such proceeds over the basis of the property, 
for no court could be expected to tolerate a rule which would impose upon 
a mortgagor a tax upon the full amount of the mortgage proceeds without 
offset for his basis. In other words, the concept is one of gain upon a dis- 
position of property under section 111, rather than that of ordinary section 
22(a) income (like rent) derived from the property. Admittedly, finding a 
“sale or other disposition” within the meaning of section 111 presents dif- 
ficulty, because the “disposition” in this case is not the normal one of a sale 
of the entire property. However, it is a sale of a lien upon the property.” 


18 See Crane v. Comm’r, 331 U.S. 1, 10 (1947). 

M4 TR.C. §113(a) (8). 

15 See Mendham Corp., 9 T.C. 320 (1947). 

16 Helvering v. Bruun, 309 U.S. 461 (1940). ’ 

17 An interesting analogy to this “sale of lien” principle is the pledge of a royalty inter- 
est in oil property for the payment of a specified sum. In Delacroix Corporation, 13 T.C. 
827 (1949), the Tax Court recognized that such a pledge, if not accompanied by the per- 
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Prior to the mortgage, the owner has an entire fee interest. For the purpose 
of the mortgage transaction, he carves out and sells a lien which is a primary 
charge upon the property and he retains for himself merely the “equity” in 
the property. Because the lien constitutes the primary charge, it is entirely 
proper to attribute the entire basis of the property to that lien for the purpose 
of computing the gain upon its sale. There need not be, and should not be, 
any problems of valuation or of allocation of basis between the lien and the 
equity, because the only concern of the tax law should be to tax the owner 
upon his ascertained and realized profit on the entire property at the time he 
receives the mortgage proceeds. 


BasIs 


As pointed out above, after the placement of the mortgage the property 
must take a basis increased by the amount of profit taxed in the transaction. 
Prior to the Crane decision ** it could have been argued that the sale of the 
lien at a price in excess of the basis of the property resulted in a zero basis. 
But that case having decided that upon a subsequent sale of the property the 
amount of the mortgage must be considered as money received upon the sale, 
it follows that the amount of the mortgage must be reflected in the basis of 
the property if the mortgage profit is not to become taxable again on the 
disposition of the property. 

What the property is thus taking is a “tax basis.” Although basis is defined 
as “cost,” the courts have many times interpreted that term as “tax cost”; 
so that if income is realized with respect to property, its cost includes the 
amount of such income.’® Let us take the simplest situation. A purchases 
property for $100,000 cash, and later obtains a $175,000 mortgage without 
personal liability. He reports $75,000 income. His basis is therefore $175,000. 
The property thereafter becomes so valuable that he decides to pay off the 
entire mortgage. His basis is, of course, still $175,000, because his net cash 
investment has been $100,000 and his taxable profit has been $75,000. A 
fortiori, the repayment of anything less than the entire mortgage must leave 
him with the same $175,000 basis. In other words, there is no shifting of 
basis and there are no mathematical complications to give pause to either 
the taxpayer or the Government. 


sonal liability of the mortgagor, was in effect a sale of an interest in the royalty rights. 
Although the case itself involved only the subsequent interest deduction of the pledgor, an 
essential corollary to the decision is that the sale of the lien was a gain-realizing 
transaction. 

18 Crane v. Comm’r, 331 U.S. 1 (1947). 

19 Examples include bargain purchases from a corporation, Reg. 111, Sec. 29.22(a)-1; 
taxable stock dividends, Bennet v. Helvering, 137 F.2d 537 (2d Cir. 1943); and taxable 
leasehold improvements, Greenwood Packing Plant v. Comm’r, 131 F.2d 787 (4th Cir. 
1942). Such an interpretation of the statute is obviously necessary to preclude double 
taxation of the same income. See also note 24 infra. 
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DEPRECIATION 


The final facet of the problem of the mortgage for more than cost is the 
depreciation deduction, and this presents the most difficult choices. The 
questions, of course, are whether a property owner should be allowed any 
depreciation deductions after mortgaging his property for more than its 
original cost without personal liability ; and if so, how much? 

The answer of the Supreme Court to the first question would appear to be 
that depreciation deductions continue even after the mortgage is placed. In 
the Crane opinion the Court expressly rejected an equity basis for depreciation 
of mortgaged property, and approved depreciation deductions computed upon 
a basis which includes not only the taxpayer’s cash investment in the property 
but also the amount of any mortgages reflected in the cost of the property. 
The Court reasoned that to make depreciation deductions wait upon amortiza- 
tion of the mortgage would require repeated recomputations of basis and 
of annual allowances with each payment on the mortgage, and, more seriously, 
would sharply curtail the amount of depreciation allowances in relation to 
the physical exhaustion of the property. More precisely, of course, the distor- 
tion of the depreciation account would be manifested by understatement in 
the earlier and presumably bigger income years of the property and exag- 
geration in the declining income years of the property.” 

If the Supreme Court would allow depreciation upon the full cost base, 
even though it is made up in part of mortgage liability, there is no valid reason 
for disallowing depreciation where a subsequent mortgage borrowing exceeds 
the cost. The fact that the mortgage in the one case is reflected in the purchase - 
of the property and in the other case is the result of a subsequent borrowing, 
affords no justification for a different result. To illustrate, a taxpayer who 
buys a piece of property for $100,000 all cash, and subsequently borrows 
$80,000 against the property, should be treated no differently than if he were 
to buy the property for $20,000 cash and an $80,000 purchase money mort- 
gage. Aiso, the fact that in one case a subsequent mortgage borrowing is 
somewhat less than the original cost and in another case is more than the 
original cost, should not make for a different rule as to the allowability of 
depreciation deductions. 

The Supreme Court’s rule for depreciation of mortgaged property has not 
met with complete acceptance among the commentators. Thus, some have 
objected to the possibility of an investor’s recapturing substantially more than 
his net cash investment via depreciation deductions, if a cash investment of 
only a small fraction of the total cost of the property enables depreciation to 


20 The author of a Comment in 26 Tex. L. Rev. 796 (1948) gives the example of a 
building, with an estimated life of 50 years, bought by the taxpayer for $20,000 cash, 
subject to a mortgage of $60,000, which the taxpayer is to amortize at the rate of $1,500 
per year for 40 years. If the down-payment and each subsequent payment were amortized 
over the remaining life of the building from the date of each payment, the schedule of 
depreciation allowances would be as follows: 1st year—$400.00; 2d year—$430.60; 3d 
year—$461.85; .. . 41st-50th yrs—$2,880.00 (each year). Thus the allowance for the 
last years is more than seven times that for the first year. 
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be taken on the entire property.*t Others would allow depreciation in excess 
of the taxpayer’s cash investment so long as the actual value of the property 
exceeds the mortgage, making the touchstone of the deduction the probability 
of the taxpayer’s paying off the mortgage.*” 

Assuming, however, that the Supreme Court will adhere to its depreciation 
rule, and assuming further that a mortgage without personal liability for 
more than cost is an income-realizing event resulting in a stepped-up basis 
for the purpose of sale, there is the further question whether depreciation 
can be computed on the stepped-up basis or whether the original basis will 
control. Section 114(a) makes the basis for depreciation the same as the 
basis for determining gain on a sale or other disposition. An identical basis 
for the computation of both depreciation and gain or loss obviously avoids 
administrative and mathematical complications. 

Even apart from this it would seem that the stepped-up basis is proper for 
depreciation. The theory of annual depreciation allowances and corresponding 
adjustments to basis for depreciation, is to charge off physical exhaustion 
currently and to neutralize so far as possible the effect of depreciation on 
the sale proceeds of the property. It is presumed that the sale price will reflect 
the depreciated value of the property ; and, if the basis is not adjusted therefor 
annually, the allowance for depreciation will come entirely in the year of 
disposition of the property, in the form of a greater loss or lesser gain than 
would otherwise be attributable solely to market fluctuations.** This would 
be precisely the effect of computing a taxpayer’s gain or loss on a stepped-up 
basis that takes into account his mortgage profit, while computing his de- 
preciation adjustments on a lower hasis. 

It may be argued that the amount of a mortgage will generally not even ap- 
proximate the actual value of the property, and therefore the tax basis for 


21 F.g., Comment, 26 Tex. L. Rev. 796 (1948); Note, 21 So. Caur. L. Rev. 112 
(1947) ; cf. Note, 13 U. or Cur. L. Rev. 510 (1946). Observe, however, that this exces- 
sive depreciation will be taxed (though only at capital gain rates, if the property is a 
capital asset) on the disposition of the property. See cases cited at notes 4-6 supra. The 
author of the Comment in 26 Tex. L. REv., supra, has suggested an ingenious formula 
for cutting off depreciation deductions when the aggregate cash investment has been fully 
recovered through depreciation, and for resuming the deductions upon additional mort- 
gage payments, while at the same time avoiding the distortions of the formula outlined 
in note 20 supra. 

22 Note, 49 Cot. L. Rev. 845 (1949). The notewriter in 13 U. or Cur. L. ReEv., note 21 
supra, expresses sympathy with this approach, but rejects it because of the complications 
for the taxpayer and the Government if the depreciation deduction is made dependent 
upon the actual value of the property at any given time. The Crane opinion itself indi- 
cates doubt as to whether a depreciation deduction is sustainable by an unindebted mort- 
gagor where the property is clearly worth less than the lien. 331 U.S. 1, 12 (1947). To 
the contrary, one writer has criticized any limitation on the depreciation deduction, even 
because of the mortgage exceeding the value of the property. Braunfeld, Subject To A 
Mortgage,-25 Taxes 155, 156 (1947). 

23 See opinion of Circuit Court in Comm’r v. Crane, 153 F.2d 504 (2d Cir. 1945), aff'd, 
331 U.S. 1 (1947). ; 
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depreciation will be arbitrary and unrealistic. Unrealistic in terms of actual 
value, yes, but not unrealistic in terms of the taxpayer’s net investment and tax- 
able profit in the property. For that matter, in this same way the basis of the 
taxpayer who buys a bargain is unrealistic. Also, the basis prescribed for a 
taxpayer under section 113(a)(6) in case of an exchange which would be 
tax-free under section 112(b) but for the receipt of “boot,” is no less 
arbitrary.** 


CoNCLUSION 


It has been demonstrated that the immediate recognition of gain to a 
mortgagor on placing a mortgage without personal liability for an amount 
in excess of the cost of the property to be mortgaged, accords with the eco- 
nomic realities and better lends itself to our dual system of voluntary assess- 
ment and administrative enforcement. Legal difficulties in establishing the 
requisite “sale or other disposition” and in fixing the basis and the amount 
of depreciation appear not insurmountable. In fact, only by adherence to 
the principles stated above can there be consistency with the Crane result and 
logic. The taxpayer’s basis will give effect to the mortgage, depreciation will 
be taken on the full basis, and the entire amount of the mortgage will be 
reflected in the amount realized when the property is sold or dropped on 
foreclosure. 

—Atvin D. Lurie * 


Voluntary Disclosure Policy of the Treasury Department. The Treas- 
ury Department for years has enunciated the policy that criminal prosecution 
under section 145 will not be recommended by it to the Department of Justice 
where the taxpayer makes a voluntary disclosure of willful evasion of taxes 
before an investigation of such taxpayer has been initiated by the Bureau 


24 Section 113(a) (6) of the Code provides that for such a case the basis of property 
received in the exchange shall be the same as the basis of the property exchanged, de- 
creased in the amount of the “boot” and increased in the amount of gain recognized under 
section 112(c) by reason of the receipt of the “boot.” Section 112(c) provides that the 
recognized gain shall not exceed the amount of the “boot.” The result under the statute 
is that the basis of the new property will depend upon the value of the “boot” received. 
If this is less than the amount of actual gain, the basis of the new property will be 
lower than its actual value by the same amount that the actual gain exceeds the “boot.” 
To illustrate, if property worth $150 but having a basis of $80, is exchanged for like 
property worth $100 plus $50 “boot,” the new property will take a basis of $80, which 
is $20 below its actual value and exactly equal to the amount by which the “boot” falls 
below the actual gain, viz: 


Basis of exchanged property.........cscsccccccccssccece $80 
BS I ai Sa oak eeial bile EU a uw ee eda OREO es tees 50 

$30 
Add recognized gain on exchange..............eeeeee aos, ae 
Basia :f MSW QEOPCTET 6 a5n cc hia Wee Se eee’ $80 


* Member of the New York Bar. 
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of Internal Revenue. The most recent public statement of the policy was 
contained in an address of a Chief Counsel of the Bureau before the Tax 
Executives Institute at the Waldorf-Astoria Hotel in New York on May 14, 
1947, portions of which follow: * 


For years the position of the Department has been that where the taxpayer 
makes a voluntary disclosure of intentional evasion before investigation has 
been initiated, criminal prosecution will not be recommended. . . . And what 
is a voluntary disclosure? A voluntary disclosure occurs when a taxpayer of 
his own free will and accord, and before any investigation is initiated, discloses 
fraud upon the government. .. . 

The making of a voluntary disclosure is a simple thing. The taxpayer 
or his legal agent can go before any official of the Bureau of Internal Revenue 
or any of its field offices—whether it is the Collector, « Deputy Collector, 
a Revenue Agent, a Special Agent, or any other responsible Treasury officer. 
There is no special form for making the disclosure. The simple statement 
that ‘I have filed false tax returns and I want to make the government whole,’ 
would constitute a complete disclosure. Of course, it is usually best to 
present an amended return or other written document as evidence of the 
disclosure.... 

Now we have said that in order to be considered voluntary, a disclosure 
must be made before we have initiated an investigation in the case. Therefore, 
it is essential that we define ‘the initiation of an investigation.’ 

The mere record of a name does not mean that an investigation has been 
initiated. The fact is that examining officers throughout the country have 
thousands of names or possible leads. To deny the existence of a voluntary 
disclosure merely because we have a name, would be comparable to regarding 
the telephone book as a dossier of tax evaders. 

An investigation is initiated when a Special Agent, an Internal Revenue 
Agent, a Deputy Collector, or other Bureau officer, is assigned a return 
for examination, or where an investigating officer has requested advice of 
appropriate officers of the Bureau with respect to the filing of a return or 
the payment of taxes. . 

Voluntary disclosure excuses a man from criminal punishment, but it does 
not excuse him from the civil penalties. Therefore, the public revenues and 
the public conscience are both protected by this policy. 


In the administration of this policy, the Treasury has maintained in prin- 
ciple that immunity is not available to the taxpayer who makes a disclosure 
subsequent to the initiation of an investigation even though the taxpayer does 
not have knowledge of such initiation. Yet the Treasury has not set forth 


11947 P-H {76,169, address of J. P. Wenchel, then Chief Counsel. This policy has 
been maintained since 1934. For a review of same, see Record on Appeal, pp. 1559, 1862, 
2129, 2138, and 2169, in United States v. Henry Lustig, 67 F. Supp. 306 (S.D.N.Y. 
1946), 163 F.2d 85, (3d Cir. 1947), cert denied, 332 U.S. 775 (1947), rehearing denied, 
332 U.S. 812 (1947). Prior to the quoted declaration, public announcements to the 
same effect were made by Secretary of the Treasury Morgenthau on May 28, 1945, 
as recorded in the Daily Report for Executives (A-21), published by the Bureau of 
National Affairs on that date; by the Secretary of the Treasury Vinson on August 2!, 
1945, as published in the Washington Post of that date; and by Commissioner of Internal 
Revenue Nunan on October 5, 1945, as published in the Treasury Press Service Release 
No. V-87. See Wallace, Penalties and Prosecutions for Evasion of the Federal Income 
Tax, 1 Tax L. Rev. 329, 341-343 (1946). 
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any clear standards by which the fact of the initiation of an investigation 
precluding a voluntary disclosure can be identified. 

The case of In re Abe H. Liebster? is the most recent court pronouncement 
on this policy. It is particularly significant, since it is the first reported de- 
cision which specifically rejects the Treasury’s position that knowledge on the 
part of the taxpayer is immaterial. In that case sworn statements of the 
taxpayer, obtained by the Bureau’s special agent subsequent to the official 
initiation of an investigation the existence of which was unknown to the 
taxpayer, were to be presented to a grand jury by a United States attorney 
for the purpose of obtaining an indictment for willful evasion of taxes. 
Taxpayer’s motion to suppress the sworn statements was granted on the 
ground that his rights under the Fifth Amendment would be violated if the 
statements were allowed to be used against him, because the taxpayer had 
been induced to make his statements in reliance upon the immunity promise 
contained in the Treasury’s voluntary disclosure policy.* 


Facts or ABE H. LIEBSTER 


In the Liebster case tax returns for 1943 and 1944 were in issue. On 
November 19, 1945 a special agent was assigned by interdepartmental di- 
rective to investigate these returns. On January 15, 1946 the agent visited 
the taxpayer and questioned him about the operations of a knitting mill com- 
pany in which the taxpayer was a partner, the income from which had not 
been reported by the taxpayer, and about six other companies, only two of 
which did business with the taxpayer and one of which was unknown to him. 
Nothing was said about an investigation of the taxpayer having been initiated. 
On February 11, 1946 taxpayer filed amended returns, disclosing all income 
omitted from 1943 and 1944 returns, with checks attached in payment of 
the additional taxes. In June, 1946 another agent was assigned to examine 
the amended returns. This agent, upon calling at taxpayer’s office and learn- 
ing that he was an acquaintance of taxpayer’s partner, disqualified himself. 
No further action on these reports was taken until January 1947, when two 
special agents met with experienced counsel for the taxpayer for the purpose 
of arranging an examination of the taxpayer and his records. Tax counsel 


250-2 USTC 19357, 91 F. Supp. 814 (E.D.Pa. 1950). 

3 The Fifth Amendment states: “No person ... shall be compelled in any Criminal 
Case to be a witness against himself, nor be deprived of life, liberty, or property, with- 
out due process of law. .. .” See the Report of the Committee on Procedure in Fraud 
Cases, Section of Taxation, American Bar Association, presented at the 1949 Annual 
Meeting of the Association, for an extensive analysis of the voluntary disclosure policy 
and recommendations to the Treasury thereon, together with a copy of letter, dated Mar. 
1, 1949, signed by eminent tax attorneys, recommending clarification of the policy and 
of its administration. The Report of the same Committee at the 1950 Annual Meeting 
of the American Bar Association discusses action taken by the Bureau on the 1949 recom- 
mendations. See also, Morgan, The Privilege Against Self-Incrimination, 34 Minn. L. 
Rev. 1, 30 (1949), with regard to possible violation of the Fourteenth Amendment if a 
coerced confession is used in state courts. That the Fifth Amendment applies to inves- 
tigations by administrative officials, see 8 W1GMoRE ON EvipeNnce 325 (3d ed. 1940). 
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then stated that the taxpayer had made a voluntary disclosure when he filed 
his amended returns and that he would complete his voluntary disclosure by 
cooperating with the agents in turning over his records. The agents said 
nothing to contradict counsel’s statement. On June 5, 1947 the agents took 
the sworn statement of the taxpayer, and taxpayer’s counsel again stated 
that the taxpayer was completing his voluntary disclosure. The agents did 
not warn counsel that the taxpayer’s amended returns were not voluntary 
disclosures. One agent, upon questioning, stated that he did not do so because 
he had no authority to give such a warning. 


ARGUMENTS OF TAXPAYER AND GOVERNMENT IN LIEBSTER 


The taxpayer admitted that he was not entitled to immunity from prosecu- 
tion by reason of the Treasury’s policy on voluntary disclosures, but contended 
that his statements should be suppressed because they were induced by the 
hope of immunity engendered by the voluntary disclosure policy and were 
thus obtained in violation of the Fifth Amendment since he, but for the 
voluntary disclosure policy, would have remained silent.* Reliance was placed 
on Bram v. United States® and other cases cited in the supplemental argu- 
ment by taxpayer’s attorney in support of the petition. 

The Government argued mainly that the voluntary disclosure policy could 
be relied upon by the taxpayer only if disclosure was made before an investiga- 
tion was initiated, regardless of taxpayer’s lack of knowledge of such initia- 
tion ; that here the investigation had officially been initiated on November 19, 
1945, some three months prior to the alleged disclosure by the taxpayer in 
filing his amended returns on February 11, 1946, and that, therefore, the 
promise of immunity was non-existent when taxpayer disclosed. Taxpayer 
countered with the argument that this fact was not known to him, and that 
it would be contrary to reason to expect him to take into account facts of which 
he was unaware. The Court accepted taxpayer’s argument. 

The Government contended further, however, that the taxpayer must have 
known that an investigation was under way prior to his filing amended tax 
returns in February, since a Bureau agent had visited the taxpayer on Janu- 
ary 15, 1946 and questioned him about his returns. Taxpayer replied that 
he had become accustomed to questioning by Bureau agents during two prior 
years, noted that the agent questioned him about other companies, denied 
that he became suspicious by reason of the agent’s visit, and denied knowledge 


4 The voluntary disclosure policy is an administrative one, proffered and maintained 
by the Treasury in the interest of collecting taxes. Congress has not, however, invested 
the Treasury with statutory authority to give immunity for a crime, except in so far as 
contained in section 3761 of the Code. For a discussion of this point, see the Court's 
Charge to Jury, Record on Appeal, pp. 1862-1864, in United States v. Henry Lustig, 
supra note 1. The voluntary disclosure policy does not, therefore, obviate the Treasury’s 
duty to enforce the Code by recommending prosecution to the Justice Department in 
the proper case. Consequently, taxpayer should not, as a matter of legal right, expect 
immunity from prosecution by reason of the voluntary disclosure policy, but only from 
the use of evidence given under the influence of the promise of immunity in such policy. 

5168 U.S. 532 (1897). 
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of the initiation of the investigation. Taxpayer's contention in this respect 
was also accepted. 
The Government has indicated that it will not appeal.* 


IMPLICATIONS OF THE LIEBSTER DEcIsion 


The Ltebster decision turns upon the fact, as found by the Court, that the 
initiation of the investigation was unknown to the petitioner.’ It stands for 
the proposition that a disclosure can be a “voluntary disclosure” when the 
taxpayer does not know that an investigation has been initiated, even though 
the Treasury asserts that one has in fact beer initiated. It thus adds the 
words “known to the petitioner” to the definition of “initiation of an investiga- 
tion” as contained in the above quotation of J. P. Wenchel. This proposition 
is of extreme significance to the taxpayer. It has not been accepted by the 
Treasury Department as a matter of law, although the Treasury is apparently 
not going to test the point in the Eastern District of Pennsylvania.® 

It is submitted that this proposition should be accepted by the Treasury. 
The Treasury, in speeches and statements of responsible officials, has validly 
promulgated its policy, which is designed to induce a taxpayer to disclose 
evidence of willful evasion of taxes. It would appear that this policy, although 
not promulgated with the formalities of a Treasury regulation, is expected 
(and desired) to be relied upon, and has an effect upon taxpayers’ actions 
which is not substantially different from a Treasury regulation. (In the 
speech of the Bureau official hereinabove quoted, it was stated that out of a 
total of $3 billion collected from taxpayers in eighteen months, $500 million - 
had been paid on voluntary disclosures.) The Treasury policy, once it is acted 
upon in good faith by the taxpayer, should be regarded bilaterally, rather 
than unilaterally, binding the Treasury as well as the taxpayer.® 


6505 CCH 11,844. 

7 One can speculate as to what the decision would have been had the agent at the time 
of his first visit to the taxpayer in January, 1946 limited himself to questions about the 
taxpayer's returns only, or had stated to taxpayer’s counsel in January, 1947 that his 
assertion that a voluntary disclosure was being completed did not make the filing of the 
amended returns a year prior thereto, or any subsequent statements, voluntary within the 
meaning of the Treasury’s policy. These facts might have been sufficient to negative the 
conclusion of Judge Welsh that the taxpayer was unaware that an investigation was 
under way and was induced to disclose by the Treasury’s policy, and the decision might 
logically have been against the taxpayer. 

8It is understood that the Government, following the Liebster case in the Eastern Dis- 
trict of Pennsylvania, has on its own motion caused to be dismissed other cases involving 
voluntary disclosures pending against taxpayers in that District. The proposition may be 
tested again, however, in the Connecticut District Court, in the pending case of United 
States v. Harlick Bag Co. Inc., where, according to taxpayer’s counsel, the Government 
has obtained an indictment of taxpayer and is contending, on taxpayer's motions to 
suppress evidence as voluntary disclosures, that the disclosures were not voluntary 
because a “routine” examination of taxpayer’s returns, unknown to the taxpayer, had 
been initiated prior to the disclosure. : 

* Requisite knowledge should be obtainable (even under the present policy) by any 
taxpayer by inquiry at Bureau field offices. When a taxpayer is going to confess anyway, 
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CoMPARISON WITH LUSTIG ann WEISMAN Decisions 7° 


The Liebster proposition is not negatived in principle by the contrary results 
in the Lustig and Weisman cases. In the Lustig case the Court found that 
the taxpayer knew an investigation had been initiated where (1) the facts 
of the case were officially referred to a special agent for investigation on 
March 24, 1945; (2) the taxpayer asked the Collector of the District on 
April 10, 1945 whether he knew anything about newspaper reports of in- 
vestigation of a large restaurant chain; (3) the taxpayer called on the Col- 
lector on April 12th and delivered a check payable to a charitable enterprise 
with which the Collector was associated; (4) an Internal Revenue agent 
advised taxpayer by telephone on April 19, 1945 that he wished to make an 
investigation of taxpayer’s records, which at taxpayer’s request was deferred 
until April 23rd; (5) the taxpayer again questioned the Collector about his 
returns in another conference on April 20th and consulted his attorney on 
that date; (6) the taxpayer on April 25th submitted the alleged voluntary 
disclosures in letter form to the Collector, which were immediately turned 
over to the special agent; and (7) the special agent, on April 26th, informed 
the taxpayer that the disclosures were too late to be considered “voluntary 
disclosures.” Given taxpayer’s knowledge of the investigation, it was justi- 
fiable to conclude that he did not disclose in reliance upon the immunity policy. 

Similarly, in the Weisman case the Court found that an investigation of 
taxpayer petitioner had been initiated, and then, as in Lustig, found that the 
taxpayer knew of such “investigation” where (1) an official investigation of 
taxpayer had not been initiated, but a special agent visited the taxpayer on 
August 29, 1945 and confronted Kim with an unreported check to his order 
from another taxpayer who had been under investigation for some time; 
(2) taxpayer lied about the source of this check but soon thereafter confessed 
that it represented proceeds from unreported sales, and turned over his books; 
(3) the taxpayer was advised by the agent that he did not have to incriminate 
himself, signed an affidavit prepared by the special agent reflecting certain 
irregularities, but lied about the number and location of his bank accounts ; and 
(4) many unrecorded and unreported sales were found upon subsequent 
examination of books, which led to indictment of the taxpayer. It would 
appear that the statements made here could hardly be dignified by being 
called “disclosures,” for they began as misrepresentations or half-truths and 
became disclosures only upon further inquiry, examination, and investigation. 


his action in making disclosure would, by hypothesis, not be affected by such knowledge 
and he would be unable thereafter to assert effectively the protection of the voluntary 
disclosure policy. The action of the taxpayer who truly thinks he is making a voluntary 
disclosure, would at least be undertaken without the uncertainty of there being a lurk- 
ing trap in the hidden fact of an initiation of an investigation wholly unknown to him. 
Knowledge of the taxpayer obtained from sources other than the Bureau should be just 
as effective against the taxpayer, however, although a dispute over the fact of knowledge 
so obtained would then more likely arise for ultimate determination by the proper tribunal. 
10 United States v. Henry Lustig, supra note 1, and United States vy. Weisman and 
Colonial Rubber Company, 49-2 USTC {9404, 78 F. Supp. 979 (D.C. Mass. 1948). 
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They could hardly have been made with the expectation of receiving im- 
munity under the voluntary disclosure policy. Moreover, the taxpayer was 
specifically advised of his constitutional rights. It is suggested that there was 
sufficient evidence in this case to justify the holding that the Fifth Amend- 
ment had not been violated. The broad language of the opinion to the effect 
that an investigation of a particular taxpayer is initiated when the Govern- 
ment is in possession of facts that eventually must lead to an investigation 
of that particular taxpayer, was unnecessary to the result and of doubtful 
authority. 

These cases may be considered as leaving the Liebster proposition undis- 
turbed, but they point up the necessity of the Bureau’s identifying “the 
initiation of an investigation.” So long as the voluntary disclosure policy 
exists, the Treasury should not be allowed to determine at will whether 
evidence disclosed by a taxpayer shall be used against him criminally. It 
should set forth a reasonably definite standard by which a taxpayer may, 
upon propert inquiry or observation, know whether an “investigation” has 
been initiated, and then disclose or not, as he chooses.** At the present time, 
there would seem to be any number of possibilities as to the time of initiation 
of investigations, such as the routine examination of the return by Internal 
Revenue agents, the referral of the return in question by the Intelligence Unit 
of the Treasury to a special agent for investigation, the visit of a spe: 
agent to the taxpayer, and many others.’* Under elusive and unstated “stand- 
ards,” it would appear hazardous for any particular taxpayer to make a 
voluntary disclosure. Certainly, if a routine examination is to constitute _ 
“the initiation of an investigation” under the voluntary disclosure policy, 
the policy would apply only to a limited number of taxpayers, in view of 
the large number of returns, particularly corporate returns, that receive a 
routine examination in the ordinary course of administration. This matter 
must be clarified if the avowed purpose of the voluntary disclosure policy, to 
promote the collection of taxes that would otherwise never be collected, is 
fully to be effectuated. 

—Epwin M. Jones * 


11Tt is no answer to say that a taxpayer, in making a voluntary disclosure, comes in 
with unclean hands and is doing merely what he was required by law to do in the first 
place and is therefore not entitled to anything more than the discretion of the Treasury. 
The policy of the Treasury constitutes a promise of immunity from criminal sanctions. 
Given such a promise, and subsequent disclosure in reliance thereon, the protection of 
the Fifth Amendment is properly available to a taxpayer as a matter of constitutional 
law despite his prior unclean hands. 

12 In the Government Brief on Appeal, Record, p. 22, in United States v. Henry Lustig, 
supra note 1, it is stated “. . . the point of time on which an investigation is initiated is 
not easily defined” and “There seems to be little validity in a distinction between ‘routine’ 
examination and ‘investigation.’” The validity may be tested in United States v. Harlick 
Bag Co. Inc., supra note 8. 

* Member of the New York and Connecticut Bars. 
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Tax Orientation Under EPT III 


HARRY J. RUDICK 


F or the third time in its history our national Government has an excess 
profits tax. The first two such levies presaged the entry of the United 
States into World Wars I and II, respectively; and it is the threat of 
involvement in a third global conflict that is responsible for the revival of 
the tax. I have elsewhere’ stated the reasons for my belief that an excess 
profits tax in a period short of total war (with effective controls over 
prices, wages, scarce materials, and services) is unwise. I adhere to the 
view that under present circumstances the excess profits tax will hinder 
rather than help us to attain the objectives of increased production and a 
stable dollar for which we strive. Nevertheless, it is on the statute books 
and business will live with it; nay, not only live with it but seek to make 
a good thing out of it. 

One of the most telling arguments against the excess profits tax is that 
it creates a double standard of values for corporate management: a dollar 
of earnings not subject to EPT is worth more than twice as much as a 
profit dollar subject to the levy (53 cents as compared with 23 cents under 
present rates*). Tax-orientated business judgment is an inevitable con- 
sequence of this disparity. There have been some evidences of it already 
and as business becomes more familiar with the extremely complex law 
and some of its vagaries there will be more. So long as the dollar free 
from EPT is worth so much more than the dollar caught by EPT, the 
attempt to steer clear of the tax will continue and the quest for EPT-free 
dollars will rival if not surpass the quest for long-term capital gains as 
against ordinary income. 

In this paper I have sought to explore some of the situations in which 
business judgment is likely to be influenced by purely technical EPT 


Harry J. Rupick is Professor of Law at New York University, and a partner of 
Lord, Day & Lord, New York City, author of many articles for law reviews; member of 
Tax Committee of the New York State and-American Bar Association; a technical ad- 
visor to the Subcommittee on Taxes of the Committee for Economic Development; 
counsel to the Business Committee of the National Planning Association; and a Faculty 
Editor of the Tax Law Review. 

1 Rudick, The Controversy Over EPT, 6 Tax L. Rev. 121 (1951). 

2 For the best statement of this argument which has come to my attention, see the testi- 
mony of Beardsley Ruml in Hearings before the Senate Finance Committee on H. R. 
9827, 81st Cong., 2d Sess. 111 (1950). 
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considerations. The situations chosen have, among others, occurred to me 
or been brought to my attention, and do not pretend to exhaust the possi- 
bilities for tax-orientated business judgments, or even to constitute the 
most significant area of tax avoidance. The latter consists of deductible * 
expenditures for expansion, business promotion, and good-will develop- 
ment which become prudent under a high marginal rate of tax and which 
might be improvident under ordinary circumstances. 


1. Errect oF INCREASE (OR DECREASE) IN INADMISSIBLE ASSETS 


(a) Corporation A’s taxable year is the calendar year. (In all of the 
examples given herein, it will be assumed, unless otherwise indicated, that 
‘the corporation files its returns on the calendar year basis.) The corpora- 
tion computes its excess profits credit under the income method, i.e., the 
general average of base period net income under section 435(d) of the 
Internal Revenue Code.* (Whenever reference is made herein to the 
“income method,” the computation required by section 435(a) and the 
general average under section 435(d) are intended, except where other- 
wise indicated.) On January 1, 1950, it owned $1 million of municipal 
bonds bearing 2% tax-free interest. These bonds constitute inadmissible 
assets under section 440(a)(1)(B).° The corporation owned no other 
inadmissible assets at that time. In 1950 it purchased an additional $9 
million of such bonds. (In each case the cost of the bonds was equal to the 
face value.) On January 1, 1951 the equity capital ° of the company was 


8 Whether in the year of expenditure or over a relatively short period. 

4 All section references herein are to sectibns of the Internal Revenue Code. Under 
section 435(d) the corporation computes its excess profits net income for each month of 
its base period, no month being counted less than zero. The worst 12 consecutive months 
of the base period are eliminated (or in the alternative, the 12 months which remain after 
retaining in the base period the 36 consecutive months which produce the highest average 
base period net income), and the aggregate of the excess profits net income for the re- 
maining 36 months is divided by three. Under section 435(a) the credit is 85% of the 
resulting figure plus 12% of the net capital addition and minus 12% of the net capital 
reduction. The base period, except for corporations with fiscal years ended in January, 
February and March, 1950, consists of the calendar years 1946 to 1949, inclusive. For the 
excepted group, the base periud consists of the 48 months ending with the fiscal year 
ended in January, February or March, 1950. It is not necessary to compute the actual 
excess profits net income for each month of the base period; instead the income of any 
month is the income for the taxable year in which such month falls divided by the number 
of full calendar months in such taxable period. 

5 Inadmissible assets are defined by section 440(a) as stock in corporations (except 
stock in a foreign personal holding company and stock which is not a capital asset) and 
partially or wholly tax-free Government obligations. Note that no distinction is made 
between stock of foreign and domestic corporations. In the case of partially tax-free 
bonds, the interest thereon is not includible in normal tax net income and since the start- 
ing point in computing excess profits net income is normal tax net income, such interest 
is not included in excess profits net income. 

6 Equity capital is defined by section 437(c) as the aggregate of the taxpayer’s assets 
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$12 million greater than the equity capital on January 1, 1950. This $12 
million increase‘ constitutes a capital addition for 1951 under section 
435(g)(3)(B).° However, because of the second sentence of section 
435(g)(1),° relating to an increase in admissible assets for the taxable 
year, the capital addition, if the corporation continues to own the bonds 
throughout 1951, must be reduced by reason of the increase of $9 million 
in inadmissible assets. The theory is that the increase in inadmissibles is 
an indication that the increased capital may have been invested in prop- 
erty—inadmissible assets—the income from which is not subject to EPT ; 
and that, therefore, no additional excess profits credit should be allowed 
with respect to a corresponding portion of the increase in capital. 
Accordingly, the net capital addition is reduced to $3 million and the 
resulting increase in excess profits credit is 12% thereof, or $360,000. 
Now if the corporation were to sell $9 million of tax-free bonds on 
January 1, 1951, it would increase its credit for 1951 by $1,080,000 (12% 
of $9 million). This increase in credit is worth 30% annually (the rate 
of EPT) or $324,000. (This assumes, of course, that the company would 
otherwise have at least that much income subject to EPT.) Since the 
tax-free interest on the bonds amounts to only $180,000 per annum, the 
net saving from converting the $9 million of municipals into cash is 
$144,000 annually. If the proceeds of sale are reinvested in taxable Gov- 


held “in good faith for the purposes of the business” less liabilities. Assets other than 
money are to be counted at their adjusted basis for computing gain upon sale or exchange. 
Liabilities include liens upon corporate assets even though the taxpayer may not have 
assumed or agreed to pay the indebtedness represented by the liens. 

7 The increase could represent either (1) additional money or assets acquired for stock 
of the corporation or as a contribution to its capital, or (2) the retained portion of the 
corporation’s earnings for 1950, or (3) a combination of both. 

8 Section 435(g) is applicable only to companies which compute their credit under the 
income method. It provides for a net capital addition or reduction for specified changes, 
during the taxable year and during prior EPT taxable years, in the amount or nature 
of equity and borrowed capital. If there is a net capital addition, 12% thereof is added 
to the excess profits credit for the taxable year. Conversely, if there is a net capital re- 
duction, 12% thereof is subtracted from the excess profits tax credit for the taxable year. 
Under the prior EPT law, companies which computed their credit under the income 
method were not allowed any additional credit on account of retained earnings of prior 
EPT years. They were, however, allowed an increased credit on account of additional 
investments of capital by stockholders. 

® The second sentence of section 435(g)(1) provides that if there is an increase in 
inadmissible assets for the taxable year, the net capital addition shall be the excess of 
the capital addition over the increase in inadmissible assets; or if the increase in inad- 
missibles is greater than the capital addition (determined without regard to this provi- 
sion and without regard to the increase in borrowed capital), thus signifying that at 
least part of the increase in inadmissibles may have been acquired by borrowed capital, 
the capital addition is reduced by the increase in inadmissible assets diminished by 25% 
of such excess. 
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ernment bonds bearing interest at 2% per annum, the net annual saving 
would be increased to $185,400, consisting of the $144,000 previously 
mentioned plus $41,400 representing 23% (the net yield after 77% tax) 
of $180,000 interest on the taxable bonds. The obvious course for man- 
agement to pursue is to sell the tax-free bonds and reinvest in taxables. 

(b) If corporation A in the previous example had increased its equity 
capital by only $5 million instead of $12 million and had borrowed the 
entire cost of the additional $9 million municipals, thus increasing its 
borrowed capital *° by that amount, the effect would be as follows: 

Equity capital addition under section 435(g) (3)(B)... $5,000,000 


Borrowed capital addition under section 435(g) (3) 
A Be | ee ee Pears 6,750,000 


Total Copttal Additions. oo ..oicccsccssecceseess $11,750,000 


In this situation the increase in inadmissibles is greater than the in- 
crease in equity capital, indicating that the new inadmissibles may have 
been purchased—at least in part—with borrowed capital. Accordingly, in 
arriving at the net capital addition, the adjustment required by clause (B) 
of the second sentence of section 435(g) (1) ** must be made: 


Increase in inadmissibles ...............-. $9,000,000 
Net equity capital addition............... 5,000,000 
MO Sis. TH S esd Dars DN eal $4,000,000 
 Reererer es reer: pes Pads $1,000,000 
Reduction on account of increase in inadmissibles...... $8,000,000 
en, . sokncdense sbeebs aeeaes ihe $3,750,000 


10 Borrowed capital is defined by section 439(b) as indebtedness (not including interest) 
“incurred in good faith for the purposes of the business” evidenced by a “bond, note, bill 
of exchange, debenture, certificate of indebtedness, mortgage, deed of trust, bank loan 
agreement or conditional sales contract.” “Indebtedness” includes liens upon corporate 
assets whether or not the corporation has assumed the liability represented by the lien. 

11 Section 435(g)(3)(C) allows the inclusion in the capital addition for the taxable 
year of 75% of the increase in borrowed capital for the taxable year over the borrowed 
capital at the beginning of the first EPT taxable year. Conversely, section 435(g) (4) (C) 
requires a capital reduction of 75% of the decrease, if the borrowed capital for the tax- 
able year is less than the borrowed capital at the beginning of the first EPT taxable year. 

12 As indicated in note 9 supra, clause (B) of the second sentence of section 435(g) (1) 
applies where the increase in inadmissibles is greater than the increase in equity capital, 
so that part at least of the additional admissibles may have been acquired by additional 
borrowed capital. Since only 75% of the increase in borrowed capital is allowed as a 
capital addition, the adjustment required for increased inadmissibles is reduced by 25% 
of the excess. 
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Here the net annual cost of retaining $9 million of tax exempts as com- 
pared with conversion into taxable bonds yielding an equivalent interest 
would be $149,400, computed as follows: 


tod cometh GS Ey PERE ee eee $288,000 +8 
Difference in interest after tax ($180,000 as compared 
ee | wereerrrerre? crerrr crouse reer 138,600 
THEE Atal G6 oi c.0s ies esa ou cee RA ic $149,400 


Again conversion of the additional inadmissibles into admissibles is 
indicated. However, as will be shown below, if the corporation were able 
to borrow the $9 million at 2% and if the borrowing were “in good faith 
for the purposes of the business,” ** the over-all tax saving as a result of 
the borrowing would more than offset the aforesaid net annual cost of 
retaining the inadmissibles. 

(c)(i) If in example (a) the inadmissibles had consisted of stocks 
of other corporations, the dividends from which are not subject to EPT 
and are subject to income tax of only about 7%,”* the decision to convert 
into admissibles would depend upon the yield on the inadmissibles and on 
the differential in yield between the admissibles and inadmissibles. For 
example, conversion from a 4% inadmissible into a 4% admissible would 
produce a saving: 


The annual cost of reduction in invested capital credit— 


ehelts Ob in Ctntaphe (8). ok ii kedc eek a dee aks $324,000 
Dividend income from $9 million of inadmis- 

CUDNES BEAD oii ii sie csssecsccasscens $360,000 
Less income tax at 7.05%.......0eeeeeeeee 25,380 334,620 
Yield from $9 million of admissibles at 4% after tax of 

FOOD sac cbecetesadessvdaupast Was edtebeeapecsss 82,800 
Loss of revenue from conversion.............eeeee05 251,820 
Over-all annual gain from conversion................ 72,180 


(ii) On the other hand, conversion from a 6% inadmissible into a 
6% admissible would not produce a saving. It would in fact produce an 
increase in tax: 


Dividend from $9 million at 6% .........eeeeeeeeeee $540,000 
Less income tax at 7.05% 2... ccsccccccssccsccccees 38,070 
TOMMICE 65 60.5.4.45.5.00%8440505 S00 $501,930 


13 This can be figured differently: 3.6% of the increase in inadmissibles offset by the 
increase in equity capital ($5 million) plus 2.7% of the increase in inadmissibles deemed 
to have been acquired with borrowed capital ($4 million). 

14 The significance of this requirement is discussed infra. 

15 The exact percentage is 7.05%. A credit is allowed against normal tax and surtax 
net income equal to 85% of dividends received from other domestic corporations. This 
means that only 15% of such dividends are subject to tax at a maximum rate of 47%. 
15% of 47% equals 7.05%. ; 
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Yield from $9 million of admissibles at 6% after tax of 


FEUD socccccccsiscevascesesccccsvensoeesccees 124,200 
Loss of revenue from conversion................06. $377,730 
Annual gain on account of increased credit from con- 

ML ccs cna stive $54 ob nadaidomns sae neice ete ase, 324,000 

i RR re Pe $53,370 


(d) From the above examples and from experimentation with varia- 
tions of these examples, it seems that the following formula may be 
applied in deciding whether it is advantageous tax-wise for a company 
using the income method and having a net capital addition under section 
435(g)(1) ** to convert inadmissibles into admissibles: if the percentage 
differential in yield after tax between inadmissible assets and admissible 
assets is less than 3.6% (12% credit x 30% EPT rate) conversion pays; 
otherwise not. [At present rates the yield after tax would be 93% * of 
the yield before tax in the case of inadmissible stock (other than treasury 
stock) and 100% of the yield before tax in the case of wholly tax-free 
inadmissible bonds. The yield after tax on admissible assets would be 
23% of the yield before tax.] ** 

(e) Treasury stock will presumably be considered an inadmissible asset 
by the forthcoming EPT regulations (as it was by the regulations pro- 
mulgated under the prior EPT law) ; hence retention of such stock after 
it has been repurchased by the issuing corporation will have the effect 
of cutting down the excess profits credit of the corporation by 12% 
annually of the amount paid except. where the corporation has no capital 
addition. (We are still speaking of income method corporation.) On the 
other hand, retirement of the stock will also have the effect of cutting 
down the credit by 12% annually of the cost of the stock exc :pt for such 


16 If the corporation has a net capital reduction under section 435(g) (2), conversion of 
inadmissibles into admissibles may also be advantageous. 

17 As indicated in note 15 supra, the exact percentage would be 92.95%. 

18 Applying the formula to the assumptions of example (c) (i) and (ii), we obtain the 
following : 





(c) (i) (c) (ii) 
93% x 4% =3.72% 93% x 6% =5.58% 
23% x4%= 92% 23% x 6% =1.38% 
Differential 2.80% Differential 4.20% 


Since the differential in (c) (i) is less than 3.6%, conversion into admissibles is indi- 
cated; whereas in (c) (ii) the differential is more than 3.6% and conversion is not 
indicated. 

If we assume that the yield on inadmissible assets is 5% and that the yield on admissible 
assets would be 4%, conversion would not be indicated: 


93% x 5% =4.65% 
23% x4%= 92% 


Differential 3.73% 
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portion of the retirement as may possibly be chargeable to the earnings 
and profits of the year of retirement. The retirement will constitute a 
capital reduction for the taxable year of retirement under section 435 
(g) (4) (A) except as to the amount indicated in the previous exception 
clause; while for subsequent years the retirement will operate as a reduc- 
tion of equity capital either as an offset to a capital addition under section 
435(g)(3)(B) or as a reduction of equity capital under section 435 
(g)(4)(B). (The stock ceases to be an asset upon retirement and the 
excess of assets over liabilities is correspondingly diminished.) Thus re- 
tirement in the ordinary case will have no more adverse effect on the 
excess profits credit than retention of the treasury stock. However, where 
the cost of the treasury stock exceeds the capital addition, retirement will 
be more costly than retention. If a corporation purchases its own stock, 
its over-all gain or loss will in most cases be the difference between (i) 
the saving in dividends payable on the stock and (ii) the sum of 3.6% 
of the cost of the stock and the yield after tax on the funds used to acquire 
the treasury stock. 

(f) If, in the preceding examples, the corporation had computed its 
credit under the invested capital method, the results would have been 
different. This is due to the fact that for an invested capital company, a 
change in inadmissibles affects not only the credit for new capital, 1.e., 
capital added to the business after the base period by way of additional 
stockholder investment or retained earnings, but also the credit for “old” 
capital, i.e., capital existing prior to the first EPT taxable year. 

Corporation B computes its credit under the invested capital method 
(sections 436(a), 437),® and uses the “asset approach” in determining 
its invested capital (section 437(b)(1), (2)).?° (Whenever the “in- 


19 Section 436(a) provides that the credit based on invested capital shall be the invested 
capital credit computed under section 437 reduced (pursuant to the provisions of section 
440(b)) on account of the ratio of inadmissible assets to total assets and increased by the 
new capital credit allowed by section 438. Section 437(a) allows a credit equal to the 
following percentages of invested capital: on the first $5 million of invested capital, 12% ; 
on the next $5 million, 10%; and on the remainder, 8%. Under section 438, if there is a 
net new capital addition, the credit is increased by 12% thereof regardless of the size of 
the total invested capital of the corporation. 

20 Section 437(b) (1) grants a corporation using the invested capital method the option 
of computing its invested capital under either the so-called “asset approach” method or 
the “historical invested capital” method. Under the former, “adjusted invested capital” 
consists of (1) the equity capital at the beginning of the taxable year, (2) the capital 
addition for the taxable year, (3) 75% of average borrowed capital for the taxable year, 
and (4) the “recent loss adjustment.” Number (4) applies only if there has been an 
aggregate net operating loss during either the base period or during the ten calendar 
years 1940 to 1949. The higher of the two aggregate losses is added back to invested 
capital. For the meaning of equity capital, see note 6 supra. The “historical” method 
(section 458) is the same as the method of determining invested capital under the prior 
EPT law. 
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vested capital method” is referred to herein, the “asset approach” concept 
of invested capital is intended unless otherwise indicated.) The corpora- 
tion’s total assets amount to $30 million (valued at adjusted basis for 
computing gain on sale or exchange) and its “adjusted invested capital”’ 
is $20 million. Included among its assets are $3 million of inadmissibles. 
Because of the inadmissible holdings, the company’s credit is reduced * 
by $190,000,” i.e., 10% (ratio of inadmissible assets to total assets) of 
$1,900,000 (invested capital credit on adjusted invested capital of $20 
million) .?* The cost of the credit reduction is $57,000 (30% of $190,000) 
and in deciding whether to switch from inadmissibles to admissibles, this 
should be compared with the difference in anticipated yield (after tax) 
from the inadmissibles and an equivalent value of admissibles. If cor- 
poration B had total assets of only $15 million and adjusted invested 
capital of $12 million, the inadmissible asset ratio would be 20%, the 
reduction in credit would be $252,000,** and the cost of the credit reduc- 
tion would be $75,600. If the total assets were only $6 million and the 
adjusted invested capital were $5 million, the inadmissible asset ratio 
would be 50%, the reduction in credit would be $300,000 ** and the cost 
of the credit reduction would be $90,000. It will be seen from these figures 
that the ratio of the inadmissibles to total assets is much more significant 
than the dollar value of the inadmissibles. Due to the fact that the credit 
of an invested capital company may vary according to (i) the aforesaid 
ratio, (ii) its aggregate invested capital, and (iii) the part of its credit 
attributable to new equity capital and new borrowed capital under section 
438, it does not seem possible to state a simple formula applicable to all 
such companies for determining whether to convert inadmissibles into 
admissibles. 

At this point it should perhaps be noted that in all of the examples 
given herein it is assumed that the corporation has an adjusted excess 
profits net income sufficient to absorb the saving or loss indicated ; further, 
that all of the corporation’s assets are held “in good faith for the purposes 
of the business” and that its borrowed capital is borrowed “in good faith 
for the purposes of the business.” The significance of the last two require- 
ments is discussed infra. 


21 Under §§436(a) (1) and 440(b). 

22 Where the corporation has an invested capital of more than $5 million and a new 
capital credit (under section 438) and an increase in inadmissible assets, the cost in credit 
will be higher than the amount stated. 

28 Section 437(a). 
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2. Errect OF INCREASE (OR DECREASE) IN BorROWED CAPITAL 


(a) Corporation C on December 31, 1950 borrowed $1 million. Re- 
gardless of whether it computes its credit under the income method or the 
invested capital method, and assuming that the indebtedness remains at 
$1 million throughout 1951 (and that the borrowed capital had not other- 
wise changed since December 31, 1949), the company will be entitled to 
increase its credit for 1951 by $90,000 (12% of $750,000).** However, 
the benefit of this increase in credit is partially offset by the disallowance 
(for excess profits tax purposes only) of 75% of the interest on this 
borrowed capital.** The annual net benefit—even if the borrowed money 
yields no return whatever there will always be a net benefit so long as the 
interest rate does not exceed approximately 6%—will, of course, vary 
according to the rate of interest payable on the borrowed capital. Thus, if 
we assume an interest rate of 3%, the net benefit on an annual basis will 
be $13,350 computed as follows: 


The value of the increased credit (30% of $90,000)...... $27,000 
The net cost of the interest paid : 
75% of $30,000 x 53% (what is left after 
paying 47% income tax)...........4.- $11,925 
25% of $30,000 x 23% (what is left after 
paying 47% income tax and 30% EPT) 1,725 13,650 





Net Gain (not counting any net yield from application of 
the borrowed money) ........ccsccccceces nee ee $13,350 


(If we add together 53% of 75% and 23% of 25%, we obtain 45.5% 
and the latter figure will be used in subsequent examples to express the 
net interest cost.) *° 

(b) Suppose corporation C in illustration (a) had borrowed the money 
to buy stock inadmissibles yielding 5% before tax.” What would be the 
effect? First, assume that the credit is computed under the income method 


24For an invested capital company, the credit would be allowable under sections 
436(a) (2) and 438(c) (3), or under section 437(b)(2)(C) if its invested capital is less 
than $5 million. For an income company, credit would be allowable under sections 
435(a)(1)(C) and 435(g) (3) (C). 

25 The disallowance for invested capital companies is under section 433(1)(N). For 
income companies, the disallowance is under section 433(1)(O). 

26 The gain from borrowing (at less than 6%) may be obtained quickly as follows: 


(1) Multiply the interest rate by 45.5%, e.9., 3% x 45.5% =1.365%. 

(2) Subtract (1) from 2.7% (75% x 12% x 30%). 

(3) The resulting percentage applied to the amount borrowed will give the annual 
gain, e.g., 2.7% minus 1.365%=1.335% x $1 million=$13,350, the amount shown 
in the example in the text. 


Where the interest on the borrowing is 6%, there is a loss (if we ignore the yield 
obtained by application of the borrowed money) of 3/100% of the amount borrowed. 
27 It is assumed in all of these examples that the money is borrowed in good faith for 


the purposes of the business as required by section 439(b) (1). 
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and that the company has a net capital addition (before adjustment on 
account of increased inadmissibles) of at least the amount borrowed : 


Increase in borrowed capital under section 435(g) (3) 


DD sbbdaadt hes cadeons ie Acemateneeaig bbe dhines +b $750,000 
Less adjustment required by second sentence of section 

435(g)(1) on account of increased inadmissibles..... 750,000 
pe Rr rer eee —0— 
Net yield from stock inadmissibles (93% x $50,000) .... 46,500 
Net interest cost (45.5% x $30,000)...........0-e0ee- 13,650 

gr errs ary sy veers $22,850 


Next let us assume that the company computes its credit under the in- 
vested capital method, that its total assets are $10 million, and that its 
invested capital is $8 million: 


New borrowed capital, section 438(c)(3)............. $750,000 
Less adjustment required by section 438(b) on account of 
BGRORAEC MNAGEOISSINES 66.6 65.05s.0'0:s ce'sos buieeseeeseies 750,000 
Pe RE so sc hndsccnabensseseseneassss ~ -— 
Decrease in “old” capital credit on account of purchase of 
$1 million of inadmissibles (1/10 of $900,000)....... $90,000 
Cost of credit reduction 30%..........ccccccecceeee 27,000 
UG PEIN ONE 5 32 o ios ark 0:5:5ibie, sete pnviniets WRlmormiers 4d ce och cere $13,650 
ES cgikeedic cus oes a COSC REESE RRR So Ueee sbi 40,650 
Net yield from stock inadmissibles.................06. 46,500 
SE SEED 3. is cncecedbeaspeassestessickuces $5,850 


It will be noted that the EPT consequences of the same transaction may 
be radically different for an invested capital company and an income 
company. 

(c) Corporation D which computes its credit under the income method 
had a borrowed capital on December 31, 1949 of $? -illion, bearing 
interest at 3%. It had an identical borrowed capital un December 31, 
1950. What will be the effect of paying off the indebtedness on January 
1, 1951? 


Payment of the indebtedness will result in a capital reduc- 


tion under section 435(g) (4) (C) of.............45. $750,000 
The resulting loss of credit will be 12% of this amount 

emer aettiom S051 e) 01 (Cec scnccccccdvcsiesss 90,000 
The EPT cost of this credit reduction will be 30% of 

OO ae ee oe oe epee 27,000 
Net saving of interest after tax will be (45.5% of 

CED 5a 0c ondeveccecewesthanscaGens Ca accnion 13,650 

Over-all Cost of Retiring Indebtedness............ $13,350 78 


28 A short method of determining the cost is indicated in note 26 supra. 
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It will be noted that the cost of liquidating borrowed capital is precisely 
the same for an income method company as the gain on borrowing an 
equal amount of additional capital on the same terms. 

(d) If corporation D in the preceding example computed its credit 
under the invested capital method, the result would be exactly the same, 
provided its invested capital were not more than $5 million. The reduc- 
tion of credit would arise by reason of section 437(b)(2)(C), which 
permits the inclusion in invested capital of 75% of average borrowed 
capital for the taxable year.” If the invested capital were more than 
$5 million, the over-all cost of retiring the indebtedness might be some- 
what smaller because the credit reduction instead of being 12% of 
$750,000 might be a lower percentage. 

(e) Mention has already been made of the requirement that to be 
counted as equity capital an asset must be held “in good faith for the 
purposes of the business,” and of the requirement that to be counted as 
borrowed capital indebtedness must be incurred “in good faith for the 
purposes of the business.” It is now proposed to examine the meaning 
of the quoted language. Its legislative history is short and is given in the 
margin.*® With respect to borrowed capital, the good faith clause may 
possibiy be superfluous, since the absence of such a clause in the prior 
EPT law® did not prevent the Treasury and the courts from tossing 
out of the invested capital base indebtedness incurred solely or mainly for 
the purpose of reducing EPT.** However, good faith is a subjective term. 
Hence, this provision like others which depend for application upon 
motive, ¢.g., section 102 and section 129, will not be easy to administer. 
Of course, there will be obvious cases where there can be no reasonable 


29If the invested capital were more than $5 million and the corporation had a new 
capital addition, the retirement of indebtedness would produce a lower credit either by 
reason of obtaining a lesser addition under the provisions of section 438(c)(3) or by 
reason of causing a capital reduction under section 438(d) (3). 

30 The “good faith” requirements were not contained in the House version of the bill, 
but were added by the Senate Finance Committee. With respect to equity capital, the 
Committee Report (SEN. Rep. No. 2679, 81st Cong., 2d Sess. 9 (1950) ) states: 

“Your committee has also added a provision which excludes from invested capital 
the assets which are not held in good faith for the purposes of the business. The purpose 
of this limitation is to disallow in computing invested capital those assets which are not 
required in the business and which have the principal effect of reducing excess profits 
tax.” 

With respect to borrowed capital the Report states (ibid. at 10): 

“... your committee’s bill limits the amount to be considered as borrowed capital 
to outstanding indebtedness ‘incurred in good faith for the purposes of the business.’ 
No such limitation was contained in the House bill although the report of the House 
committee indicated that it was intended to limit indebtedness treated as borrowed 
capital to indebtedness ‘employed in the trade or business.’ ” 

31 Under the prior law borrowed capital affected only invested capital companies. 

82 Hall-Bartlett-Sturtevant Grain Co., 12 T.C. 760 (1949), aff'd, 182 F.2d 153 (8th 
Cir. 1950) ; Emeloid Co., Inc., 14 T.C. 1295 (1950) (on appeal) ; Mahoney Motor Co., 
15 T.C. 118 (1950) (on appeal) ; cf. Globe Mortgage Co., 14 T.C. 192 (1950). 
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difference of opinion as to whether the money was borrowed in good 
faith, such as some of those which have already been decided against the 
taxpayer under EPT II, but there will doubtless be many other situations 
in which the true purpose of the borrowing will not be apparent. 

For example, the management of a corporation supplies the following 
explanation of a long-term loan effected at a time when the corporation 
does not or cannot spend the proceeds, such proceeds being invested— 
temporarily it is said—in taxable Government bonds: The corporation 
will in the course of time require a large amount of additional capital for 
expansion or replacement purposes. Interest rates at the time of borrow- 
ing were thought to be lower than they were likely to be in the future; 
therefore, it seemed advisable to borrow the money and invest it in Gov- 
ernment bonds until such time as it would be needed. Would such a 
borrowing constitute good faith indebtedness? If one believes the manage- 
ment’s statement, the answer must be in the affirmative even though the 
effect will be to reduce the corporation’s EPT liability. Should the answer 
be any different if the corporation could have obtained a stand-by loan 
agreement with a bank by payment of say }% per annum? ** Again the 
answer must turn on the motive or rather credibility of the management. 

Consider another example. Suppose the corporation normally has a 
large amount of accounts payable to merchandise creditors. It decides to 
pay its suppliers by issuing non-interest bearing notes to them shortly 
after the merchandise is received, the notes to mature at about the same 
time that the bills would ordinarily be paid. Do such notes constitute 
good faith borrowed capital? Probably not,** but if the notes were interest- 
bearing and the issuance of the notes meant obtaining bona fide prompt 
payment discounts that would otherwise not be obtained, and the interest 
on the notes was less than the discount saving, a real business purpose 
for the notes would exist and the Treasury would have difficulty if it 
questioned the bona fides of the transaction.*® In this latter situation, 


33 Presumably, such a stand-by agreement would not constitute a “bank loan agreement” 
within the meaning of the term as used in the definition of borrowed capital contained in 
section 439(b) (1), since there is no actual indebtedness until the corporation receives 
funds from the bank. The Committee Report (SEN. Rep. No. 2679, 81st Cong., 2d Sess. 
10 (1950)) states: “The category of indebtedness evidenced by a bank loan agreement, 
added by your committee’s bill, includes such indebtedness owing to a bank, and does not 
include the indebtedness of a bank to its depositors.” To the extent that the stand-by 
agreement is not utilized, that is, to the extent that there is no indebtedness to the bank, 
there would seem to be no basis for disallowing any part of the stand-by charge for 
EPT purposes. 

34 Cf. Kellogg Commission Co., 12 T.C. 182 (1949). An argument could be made 
that since the original indebtedness to the merchandise creditors was clearly incurred in 
good faith, the issuance of the notes in payment of the indebtedness must be equally in 
good faith. 

35 The same result could be achieved by borrowing from a bank and using the proceeds 
to pay merchandise creditors. 
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since there is a saving to the corporation apart from EPT (equal to the 
difference between the discount saved and the interest expense incurred), 
it is apparent that the EPT saving was not the sole motivation for the 
issuance of the notes. 

Consider one further example. Suppose a corporation buys with a 
relatively small cash investment some real estate subject to a large mort- 
gage. Under the definition of borrowed capital, the mortgage is counted 
as part of borrowed capital despite the fact that the corporation is not 
liable for it, provided that such mortgage is “incurred in good faith.” 
(For other than tax purposes, the mortgage is not “incurred” at all since 
the corporation has not agreed to pay it.) If the property has been pur- 
chased for speculation, can the Treasury successfully question the bona 
fides of the “indebtedness” even if it has the effect of materially enlarging 
the corporation’s excess profits credit ; and even if such enlargement pro- 
duces EPT savings which are large in proportion to the expected gain 
from the sale of the property? Questions such as this do not yield quick 
answers. Incidentally, a sale of mortgaged property will result in a loss 
of excess profits credit. The borrowed capital provisions should also be 
considered in determining whether to lease or buy a piece of property 
where part of the purchase price will have to be borrowed. 

The foregoing examples should serve to indicate the nature and difficulty 
of the problems which will arise under the good faith requirement with 
respect to borrowed capital. If the corporation incurs indebtedness which 
is not counted as borrowed capital, the penalty may be a serious one, since 
the interest on the indebtedness may substantially exceed the yield of the 
asset acquired by incurring the indebtedness. Where the borrowed capital 
is thrown out, the interest should, of course, be allowed as a deduction in 
full for EPT purposes. 

Now let us turn to the good faith requirement with respect to assets. 
Here the Treasury’s problem will be even more difficult. If the holding 
of a particular asset is within the corporation’s powers, it is presumably 
held for the purposes of the corporation’s business; and if it is held for 
such purposes, it is presumably held in good faith. The Senate Finance 
Committee Report speaks of “assets which are not required in the business 
and have the principal effect of reducing excess profits tax.” If the asset 
in question is producing or is reasonably expected to produce an income 
that is fairly commensurate with its value, that should settle the matter ; *° 


86 It may be argued that if the Commissioner includes the income from the asset in 
the measure of tax, he should be required to include the asset in equity capital. How- 
ever, in the Mahoney Motor Co. case, supra note 32, the fact that borrowed money had 
produced a small net profit for the company did not deter the Court from rejecting the 
borrowed money as invested capital. Cf. R. C. Tway Sales Company v. United States, 
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but suppose it does not. Presumably the Committee Report did not intend 
to use the word “required” in its strict sense, i.e., in the sense of “cannot 
do without,” but rather in the sense of “desirable,” i.e., does or will some 
advantage (apart from the EPT advantage) accrue to the corporation 
by reason of holding the asset. Presumably also the Committee did not 
intend that the judgment of the directors of the corporation as to the 
desirability of continuing to hold the asset should be supplanted by the 
judgment of administrators or judges. Except in an egregious case, the 
Treasury is not likely to enjoy much success if it questions the right of a 
corporation to include a particular asset in equity capital. Publicly-owned 
corporations and semi-publicly-owned corporations are not likely to have 
any difficulty with this problem. The only area in which it is likely to 
arise is the “one man corporation” or “one family corporation” and even 
in this area only in a flagrant case. For example, suppose an individual 
who owns all the stock of a corporation has a particular asset which has 
a very high cost basis but which is now worth relatively little and is pro- 
ducing virtually no income. He contributes the asset to his corporation in 
exchange for additional stock or as paid-in surplus. In such a situation, the 
credit for the alleged increase in equity capital will probably be denied 
unless a convincing business purpose for the transaction is supplied.** 

A question arises as to whether the good faith provision with respect 
to assets will be tied in with the provisions of section 102.** The latter 
section also speaks of the “needs of the business.” It may possibly be 
argued that if an asset is not required in the business a failure to distribute 
it indicates that section 102 may be applicable. Conversely, it may be 
argued that if the corporation is held subject to section 102, such a finding 
constitutes evidence that certain of its assets are not required in the busi- 
ness. In my opinion, such arguments, if they are advanced, will not make 


3 F. Supp. 668 (W. D. Ky. 1933), aff'd, 75 F.2d 336 (6th Cir. 1935). This case turned 
upon the meaning of “needs of the business” as used in what is now section 102. The 
corporation was engaging in certain ultra vires securities transactions. The Government 
argued that the reasonable needs of the corporate business should be determined only by 
reference to the necessities of the business authorized by the company’s charter, and that 
the accumulation of profits from transactions which were ultra vires was unreasonable. 
The Court rejected the argument, pointing out that the Government by seeking to im- 
pose the penalty tax on the income from the ultra vires transactions had virtually con- 
ceded that such transactions were part of the company’s business. See Rudick, Section 
102 and Personal Holding Company Provisions of The Internal Revenue Code, 49 YALE 
L. J. 171, 187 (1939). 

87 Ouaere: If the credit for increased equity capital is denied, will the income from the 
property nevertheless be taxed to the corporation? See note 36 supra. 

38 Section 102 imposes a surtax on the “undistributed section 102 net income” of the 
taxable year if the corporation is “formed or availed of for the purpose of preventing the 
imposition of the surtax upon its shareholders . . . through the medium of permitting its 
earnings or profits to accumulate instead of being divided or distributed.” 
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much headway even though some of the criteria for measuring motive 
in the two situations are similar. The motive which calls for the applica- 
tion of section 102 is quite different from the motive which disqualifies a 
particular asset as equity capital, and there is no evidence of Congressional 
intent to connect the two sections. 

In summary, it may be safely assumed that the good faith requirement 
with respect to assets and borrowed capital will be considered satisfied if 
the corporation pursues practices which were established prior to the 
invasion of South Korea, or it otherwise does “what comes naturally ;” 
but if there is a radical shift in policy which has a significant effect on 
EPT liability, the question of good faith is likely to arise, particularly for 
closely-owned companies. 


3. Errect oF DISTRIBUTIONS TO STOCKHOLDERS 


Corporation E computes its credit under the income method. Absent 
tax considerations, it would pay its quarterly dividend on March Ist. 
However, by postponing distribution for a day or two, say to March 3rd, 
the corporation will reduce its EPT bill. This is due to the provisions of 
section 441(e) which provide that for the purpose of computing the 
credit under section 435, distributions in the first 60 days of the taxable 
year *° “shall be considered to have been made on the last day of the pre- 
ceding taxable year.” *° Pushing back the distribution to the last day of 
the preceding year results in a corresponding reduction of equity capital 
at the beginning of the year and produces a loss of credit under either 
section 435(g)(3)(B) or (g)(4)(B). Accordingly, a distribution prior 
to March 2nd will increase the distributing corporation’s EPT bill by 
3.6% of the distribution. Thus a $1 million distribution on March Ist 
which could be postponed until March 3rd would cost $36,000. ~ 

If corporation E computed its credit under the invested capital method, 
the result would be the same except that if the company’s invested capital 
were more than $5 million, the EPT cost might be lower.** Here the sec- 
tion which requires the adjustment—in addition to section 441(e) men- 


39 To the extent that they do not exceed the accumulated earnings and profits as of the 
beginning of the taxable year. It is assumed in the example that the distributing com- 
pany had earnings and profits at the end of the preceding year at least equal to the 
distribution. 

40 There is a saving provision with respect to distributions made during the first 60 
days of the taxpayer’s first EPT taxable year. 

41 If the corporation had more than $5 million invested capital and a net new capital ad- 
dition, the cost would be the same; but if it had no net new capital addition, the cost would 
be 3% of the distribution in the case of a company having invested capital between $5 
million and $10 million, and 2.4% of the distribution in the case of a company having 
invested capital of more than $10 million. 
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tioned above—is section 437(b)(2)(A) which is cognate to section 435 
(g)(3)(B) and (g) (4) (B). 

Distributions, whether or not taxable, made after the first 60 days of 
the taxable year, which are not out of earnings and profits of the taxable 
year, reduce the excess profits credit of both income and invested capital 
companies effective with the date of distribution.** A stock dividend,“ 
whether taxable or not, will neither increase nor decrease the excess profits 
credit of the issuing corporation, regardless of whether it is an income or 
an invested capital company.** 


4. CAPITAL GAINS AND LOSSES 


Tax considerations are generally present when a decision is to be made 
whether to realize a capital gain or loss. These considerations will loom 
even more important under the excess profits tax, as the following ex- 
amples will illustrate : 

(a) Corporation F has an unrealized capital loss of $100,000. Absent 
tax considerations, it would sell the asset to which the loss attaches. How- 
ever, by doing so, it will reduce its annual excess profits credit for ensuing 
taxable years by $12,000 and its EPT will be increased by $3600 an- 
nually. If the company (i) has no capital gains to absorb the loss, (ii) 
has no better place to invest the proceeds, and (iii) does not expect the 
asset to decline in value by more than $3,600 annually, the asset should 
not be sold. If the company uses the income method, the loss will reduce 
equity capital at the beginning of the ensuing year and hence operate as 
a capital reduction under section 435(g)(4)(B) or as a reduction of a 
capital addition under section 435(g)(3)(B). If the company computes 
its credit under the invested capital method, the loss will reduce the equity 
capital at the beginning of the ensuing taxable year under sections 437 
(b)(2)(A) and 437(c), and hence will have the effect of reducing the 
credit by from 8% to 12% of the loss annually. 

(b) If corporation F in the preceding example had a capital gain of 
$100,000 instead of a loss of that amount, the tax payable on the realized 
gain would be softened somewhat by EPT savings in subsequent years: 


42 This means the date of payment, not the date of declaration. Sections 437(e) and 
438(d) (1) cover invested capital companies. Section 435(g) (4) (A) covers income com- 
panies. Section 441(f) provides that in determining whether a distribution is out of the 
earnings and profits of any taxable year, such earnings and profits are computed as of 
the close of the taxable year without diminution by reason of any distribution during 
such taxable year or by reason of the EPT for such year; and the determination is made 
without regard to the amount of actual earnings and profits at the time of distribution. 

43 Also a distribution in rights to acquire the corporation’s stock. 

44 Section 441(d). 
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Tax on long-term gain at 25% *......... cece ee eeee wees $25,000 

Amount added to equity capital.................0eeeeee 75,000 

Annual value of increased excess profits credit (3.6% of 
RD wins 04 kek ce he aan tee 2,700 


(For invested capital companies, the saving might be somewhat less.) 


(c) Corporation G is subject to the 62% ceiling rate prescribed by sec- 
tion 430(a).** It has a potential long-term capital gain of $100,000. If 
the provisions of the current law were the same (except for rates) as the 
provisions of the prior EPT law, this capital gain would have been subject 
to a tax of $62,000, i.e., at the ceiling rate rather than the 25% rate pre- 
scribed by section 117(c) (1). However, under the present law this situa- 
tion is corrected and the gain is subject to the usual limited rate of 25% 
applicable to long-term capital gains. This is brought about by providing 
that the alternative tax shall be the excess of 62% of the excess profits net 
income (which does not include capital gains) over the income tax which 
would be payable if the normal tax net income and the surtax net income 
were equal to the excess profits net income (which, as stated, does not 
include capital gains). Thus, if we assume that corporation G had an 
excess profits net income of $400,000 and a normal tax net income of 
$500,000, of which $100,000 represented long-term capital gain, its tax 
would be computed as follows: 


Tax computed before application of section 430(a) (2) : 


25% normal tax on $500,000..........ccceeeceeeeees $125,000 
SBM OtttaX Gh GSO. oo esc c isc csesbaseseccccss 104,500 
Income tax before application of section 117(c)(1)..... 229,500 
Reduction of tax on account of limitation of section 
A) ee ee err ee er rere 22,000 
TEMKG LOS. « 5:0.5,6 00/4 aahis Pe ese Sa $207,500 
EPT under section 430(a)(1), assuming the minimum 
excess profits credit of $25,000 ($375,000 x 30%).... 112,500 


Total Tax before application of section 430(a)(2).. $320,000 


45 If the gain were short-term, the gain would be taxable at 47% (even short- 


term capital gains are not subject to EPT)...........ccccccccccccsece $47,000 
FTE WERE 00. GGUS CRMs 5 5 oso vdindas scuwsssnbesdcdesesahsusesanen 53,000 
Annual value of increased excess profits credit (3.6% of $53,000)........ 1,908 


(For invested capital companies, the saving might be somewhat less.) 

46 Under section 430(a), the EPT is the lesser of (1) 30% of the adjusted excess 
profits net income or (2) an amount equal to the excess of 62% of the excess profits net 
income over the income tax that would be payable if the normal tax net income and 
surtax net income were the same as the excess profits net income. 
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Tax under section 430(a) (2): 
62% of excess profits net income..............eeeeeee $248,000 


Normal tax, assuming normal tax net income to be the 
same as excess profits net income ($400,000 x 25%).. $100,000 
Surtax, assuming surtax net income to be the same as ex- 


cess profits net income (22% of $375,000)........... 82,500 
Income tax normal and surtax, assuming normal and sur- 

tax net income of $400,000....................208. 182,500 
EOE 0:0 tov ovipng sn ailegs cebu saen sens 65,500 


Total Tax, income tax + EPT after application of section 
SUEEE 6 cick cbnascccccncatesttteua ats 60 senses $273,000 


It will be noted that this is equal to 25% of the long-term capital gain 
plus the limited tax of $248,000 on ordinary income. 


5. Section 117(j) Garns anv LossEs 


Under section 117(j) gains and losses from involuntary conversion 
of capital assets, held for more than six months, and from the sale or 
exchange of depreciablc property and land used in the taxpayer’s trade 
or business, also held for more than six months, which property (with 
some exceptions) is excluded from the definition of a capital asset con- 
tained in section 117(a), are permitted to be segregated from other gains 
and losses; and for income tax purposes, if the aggregate of these trans- 
actions is a gain, it may be treated as a long-term capital gain, whereas 
if the aggregate is a loss, such loss may be treated as an ordinary loss. 
The treatment of such transactions for EPT purposes has apparently been 
the subject of some controversy or at least confusion. The rule finally 
evolved seems to be that for taxable years and base period years, a net 
gain from section 117(j) assets is excluded from excess profits net income, 
but a net loss, while allowable in computing excess profits net income for 
taxable years, need not be deducted in computing excess profits net income 
for base period years. This treatment is different from that which pre- 
vailed during the prior excess profits tax law. The Senate and House 
conferees have included in their Conference Report a caveat that “the 
treatment for EPT purposes of section 117(j) losses is a subject matter 
which must have further study.” * 

In any case, the fact that a section 117(j) net loss is presumably fully 
deductible for EPT purposes as well as income tax purposes will put a fur- 
ther premium on manipulation of such gains and losses so that the losses 


47H. R. Rep. No. 3231, 81st Cong., 2d Sess. 12 (1950). 
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are taken in a different period from the gains. For example, suppose cor- 
poration H has a section 117(j) asset on which there is a potential gain 
of $100,000 and a section 117(j) asset with respect to which there is a 
potential $100,000 loss. If both the gain and the loss are realized in one 
taxable period, the tax saving occasioned by the loss will be 25% of the 
loss, since that is the limit of the tax on the gain; but if the gain is taken 
in say 1951, incurring a $25,000 tax, and the loss is postponed to 1952, 
producing a saving for that year of $77,000 (77% of $100,000), the 
over-all gain from postponing the loss is a neat $52,000. This, of course, 
assumes a continuation of the same rate differential which now exists, and 
a willingness to run the risk of further loss of value if sale of the loss 
asset is deferred. 


6. BLocKED FoREIGN INCOME 


Under section 433(a)(1)(M) income derived from sources within a 
foreign country which is collected in an EPT taxable year but which 
would have been received prior to the corporation’s first EPT taxable 
year ** were it not for the fact that it was blocked by foreign exchange 
restrictions imposed by the foreign country, is excluded from excess 
profits net income. (No adjustment is made to base period income if 
any part of the blocked income was earned in a base period year.) This 
creates a further complication in the already complex subject of blocked 
foreign income. Under Mimeograph 6475,* a taxpayer has an election 
to defer blocked foreign income until such time as it is received in or is 
convertible into United States funds.°® Does the adjustment called for by 
paragraph (M) of section 433(a) (1) constitute a legislative sanction of 
the Mimeograph ruling, or does it go farther and suggest that taxpayers 
have a right (and perhaps an obligation rather than merely an option) to 
defer blocked foreign income? The Senate Finance Committee report does 
not refer to the Mimeograph ruling but seems to proceed on the assump- 
tion that the blocked income is not includible in income until it becomes 
convertible into dollars.** At any rate, whether or not the Mimeograph 
ruling is valid, a corporation which receives in EPT years blocked income 
which arose in a pre-EPT year will never have to pay EPT on such in- 
come. If we assume that the election granted by the Mimeograph ruling 
either to report blocked income in the year in which it was earned or to 


48 There is a special provision with respect to blocked income which arises in the first 
EPT taxable year beginning before July 1, 1950 and which becomes unblocked in later 
years. Where identification of the year to which the income is attributable is not possible, 
the Treasury is authorized to promulgate rules for allocation. 

49 1950-1 Cum. Butt. 50, as amended by Mim. 6584 (Dec. 28, 1950). 

50 Or until certain other contingencies arise. 

51 Sen. Rep. No. 2679, 81st Cong., 2d Sess. 35 (1950). 
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defer it to the year of convertibility into dollars is valid, a corporation 
having such income which arose in base period years will have to take 
into account in making its election the effect of the election on its excess 
profits credit. For example, suppose a corporation using the income 
method of computing its credit has $300,000 of blocked income which was 
earned in its three best base period years. Suppose further that if it chooses 
to report this income for such base period years, it will increase its credit 
by $85,000. This will have an annual value in EPT saving of 30% or 
$25,500. (To an invested capital company, the value of the increased 
credit would be very much less, not over $10,800 annually—3.6% x 
$300,000.) The tax on $300,000, at say 38%, would be $114,000, which 
would mean that it would take about four years of EPT savings (at least 
ten years in the case of an invested capital company) to make up for the 
additional tax and interest that would be payable by reason of electing 
to pick up the income in the years when it was earned. Accordingly, the 
gamble of reporting the income when it arose does not appear too attrac- 
tive unless it is felt that convertibility in the reasonably near future is 
probable.” 


7. COMPANIES WITH INcoMES ABOVE $25,000 AND wiTH EXcEss 
PROFITS CREDITS OF THAT AMOUNT 


The Revenue Act of 1950 eliminated the so-called “notch” provision 
applicable to corporations with net incomes between $25,000 and $50,000. 
This provision, under which such companies were subjected to a 53% 
tax on income in excess of $25,000, was criticized on the ground that in 
the case of corporations which had reached the $25,000 mark and were 
not likely to go above the $50,000 mark, there was relatively little in- 
centive to increase net income; furthermore, there would be temptation 
to manipulate to prevent the corporation from advancing above the $25,000 
point. It was suggested that in the final result the Treasury might be 
the loser rather than the gainer from this “notch” provision and accord- 
ingly, it was changed by the Revenue Act of 1950. However, the EPT 
Act of 1950 will restore the previous situation in aggravated form with 
respect to a company having a net income in the neighborhood of $25,000 
and an excess profits credit of that amount, i.e., the minimum credit 
allowed by the last sentence of section 431. On each dollar of net income 
above $25,000 such a company will have to pay a tax of 77%, and if a 
53% rate was sufficient to deter effort and spur manipulation, a 77% rate 
will impel affected taxpayers even farther in these directions. 


52 Among other factors that would be taken into account would be the fact that the 
income tax rate will perhaps be higher than 38% in the year of convertibility and the 
value to the corporation of the use of the money that will be paid in back taxes and 
interest thereon. 
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8. LOANS TO AND INVESTMENTS IN SUBSIDIARIES 


(a) Corporation P computes its credit under the income method. It 
owns more than 50% of the outstanding stock of a subsidiary S. It does 
not file a consolidated return with S. Corporation P. has more than a mil- 
lion dollars of idle cash and proposes to loan that sum at 3% interest to the 
subsidiary, which can use it. What will be the tax consequences to each 
company of a loan which will qualify as borrowed capital? Corporation P 
will have a capital reduction of $750,000 under section 435(g) (4) (E) 
and (g)(7). These subsections provide that 75% of the increase in loans 
to a member of a controlled group * shall constitute a capital reduction. 
Accordingly, P’s credit will be reduced by 12% of this amount or $90,000, 
and the annual EPT cost will be 30% of $90,000 or $27,000. Thus the 
loan would cost the parent in taxes 2.7% of $1 million. Since the net in- 
come after tax from the interest received will be $6,900 (23% x $30,000), 
the over-all loss to the parent will be $20,100. If S also computes its 
credit under the income method, S will have a net gain of a considerably 
smaller amount: there will be a capital addition under section 435(g) 
(3)(C) of $750,000, an increase in credit of $90,000 and a decrease of 
EPT of $27,000. The net interest cost of the 3% loan after tax will be 
$13,650 (45.5% of $30,000) and the over-all gain to S will be $13,350. 
(The difference between the cost to the parent and the saving by the sub- 
sidiary will be further aggravated by the fact that the saving of the 
subsidiary when distributed to the parent must bear an inter-company 
dividend tax of about 7%. Under such circumstances, it would be pre- 
ferable to have P make an open account advance to S, with or without 
interest.°* 

If S computed its credit under the invested capital method, the result 
to it would be exactly the same (except that if its invested capital ex- 
ceeded $5 million, its over-all gain might be less).°° It would obtain an 


53 That is, an increase over the amount of similar loans (counted as borrowed capital 
of the borrowing corporation) at the beginning of the lender’s first EPT taxable year. 
A controlled corporation is defined in section 435(g)(6) as one or more chains of cor- 
porations connected through stock ownership with a common parent corporation if 
(1) more than 50% of the total combined voting power or more than 50% of the total 
value of outstanding stock of each of the corporations (except the common parent) is 
owned directly by one or more of the other corporations, and (2) the common parent 
owns directly more than 50% of the voting power or more than 50% of the total value 
of the outstanding stock of at least one of the other corporations. 

54 An open account loan without interest would have no effect on the excess profits 
credit of either company. A failure to charge interest apparently does not authorize the 
Commissioner to adjust the tax of the two companies as if interest had been charged. 
Smith-Bridgman & Co., 16 T.C. No. 39 (1951). 

55 If S had an invested capital of over $5 million, its EPT saving might be somewhat 
less than $27,000 because of the lower rates of credit allowed with respect to invested 
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additional invested capital of $750,000 under section 437(b) (2) (C) 
which would save it $27,000 annually in EPT. The net interest cost of 
the $30,000 interest would be 45.5% thereof, or $13,650. (Under section 
433(a)(1)(N), only 25% of the interest would be allowed as a deduc- 
tion for EPT purposes.) The over-all gain would be $13,350. 

(b) If the parent corporation in example (a) had itself borrowed 
the money which it loaned to S, at the same interest rate, then the over-all 
annual cost to the parent would be zero and the subsidiary would have an 
over-all gain of $13,350. P would have a capital addition of $750,000 
under section 435(g)(3)(C) and a capital reduction of $750,000 under 
section 435(g) (4) (E), the addition and reduction cancelling each other. 
The interest deduction would be allowed in full to P for EPT purposes 
and would thus also wash out against the interest income. Under section 
433(a)(1)(O), the interest deduction (to a company using the income 
method) is reduced by an amount which bears the same ratio to the in- 
terest on borrowed capital as the excess of the additional borrowed capital 
under section 435(g)(3)(C) over the capital reduction under section 
435(g) (4) (E) bears to the borrowed capital, which in this instance would 
mean no reduction of the interest deduction. Again, the over-all saving 
would be somewhat reduced, since the tax saving of the subsidiary when 
distributed to the parent will attract the inter-company dividend tax of 
about 7%. 

(c) Next let us assume that corporation P in illustration (a) computed 
its credit under the invested capital method. It loses none of its excess 
profits credit since there is no change in invested capital : one asset (a note 
of S) is substituted for another asset, namely, an equivalent amount of 
cash. No capital reduction is required on account of a loan to a subsidiary. 
(Section 437(e) specifies that the only capital reduction for an invested 
capital company consists of distributions which are not out of earnings 
and profits of the taxable year.) The subsidiary, as stated in examples 
(a) and (b), would obtain an over-all saving of $13,350 whether it com- 
putes its credit under the income or the invested capital method. There is 
no apparent justification for this vagary of the law which puts an invested- 
capital parent company at an advantage compared with an income-method 
parent company. 

(d) Assuming that corporation P in example (a) instead of lending 


capital in excess of that sum. In such a case, the amount added to invested capital under 
section 437(b) (2) (C) would have to be reduced by the new capital credit allowed under 
section 438, but 12% of such new capital would be added to the excess profits credit. 
Under section 438(c) (3) and (f) no new capital credit would be allowed with respect 
to the borrowing from the parent since the increase in borrowed capital is offset by the 
increase in “excluded capital,” i.c., borrowing from a member of the same controlled 
group. Accordingly, there would be no new capital credit. 
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the money to its subsidiary had invested it in additional stock of the sub- 
sidiary or contributed it as paid-in surplus of the subsidiary, what would 
be the effect? First assume the parent computes its credit under the in- 
come method. The additional investment in the subsidiary is an inad- 
missible asset, and under sections 435(g)(4)(D) and (g)(6)(A)  P 
suffers a capital reduction of $1 million which annually costs it 3.6% 
or $36,000. S on the other hand, if computing its credit under the income 
method, would obtain an additional credit and EPT saving of an equiva- 
lent amount, since under section 435(g)(3)(A)* it would have a capital 
addition. The same result would follow if S computed its credit on the 
invested capital method and had an invested capital of not more than $5 
million. However, if S computed its credit under the invested-capital 
method and had an invested capital of more than $5 million, it would 
obtain a somewhat smaller credit, for the reason that under section 438 
(c)(2) and (e), the parent’s investment in S is “excluded capital,” which 
cannot be counted as new capital; and therefore S must use whichever of 
the percentages specified in section 437(a) is applicable. 

(e) Finally, assume that corporation P in example (d) computed its 
credit under the invested-capital method. The additional investment in S 
constitutes an inadmissible asset and will, therefore, increase the inad- 
missible asset ratio reduction required by sections 436(a) (1) and 440(b). 
If we assume that the total assets of P amount to $20 million, that its other 
inadmissibles amount to $1 million, and that its invested capital is $16 
million, the inadmissible asset ratio would jump from 5% to 10%, and 
the credit would be reduced by $79,000, computed as follows: 


Credit prior to additional investment in 


S ($1,580,000 less 5%)........045- $1,501,000 (section 437 (a) ) 
Credit after additional investment in S 

($1,580,000 less 10%).........045- 1,422,000 
LA EE MOR 6s vncdacdsaadcdhaniie 79,000 


The annual cost in EPT would be 30% of this amount, or $23,700. The 
results to S are stated in example (d). It will be noted that under these 
assumptions, the subsidiary would save more than the parent would lose. 

From the examples given under this heading, the following generaliza- 


56 Sections 435(g¢)(4)(D) and (g)(6)(A) provide for a capital reduction equal to 
the excess of the adjusted basis (for determining gain upon sale) of stock in other 
corporations which are members of the same controlled group over the adjusted basis of 
such stock held at the beginning of the taxpayer’s first EPT taxable year. If the holdings 
of other inadmissible assets had declined, the loss of credit on account of the additional 
investment in the subsidiary would be diminished under clause (B) of section 435(g) (6). 

57 For subsequent years, the capital addition would be allowed under section 435 


(g) (3) (B). 
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tions as to EPT consequences may be drawn (it being assumed that both 
corporations are subject to EPT) : 

(1) Where P uses the income method, a loan which will qualify as 
borrowed capital of S will be disadvantageous whether S uses the income 
or the invested capital method. A loan or advance which would not qualify 
as borrowed capital of S would be preferable.** 

(2) Where P computes its credit under the invested-capital method, 
a loan to S$ which qualifies as borrowed capital of the latter is advan- 
tageous, regardless of whether S is an income or an invested capital 
company. 

(3) Where P uses the income method, a stock investment by P in S 
will result in neither advantage nor disadvantage, unless S uses the in- 
vested-capital method and has an invested capital of more than $5 million, 
in which case there will be a disadvantage.”° 

(4) Where P uses the invested-capital method, a stock investment in 
S will, in most cases, be advantageous. 


9. PREFERRED STOCK v. Bonps 


Corporation A requires $10 million of additional capital. Should it 
issue preferred stock or bonds? The principal reason for the influence of 
tax considerations on the decision continues to be the fact that interest on 
bonds is deductible for income tax purposes, whereas dividends on pre- 
ferred stock are not deductible. The EPT law, somewhat anomalously, 
has lessened rather than increased the differential in favor of bonds. 

Result where the Company is not'subject to EPT: 


Interest on bonds, assuming 4% rate.............00055 $400,000 
Saving in income tax, assuming 47% rate.............. 188,000 
NN CNG 565. 05c ae eae gra S ERRORS enw S Wie 212,000 
Dividends on preferred stock, assuming 44% rate....... $450,000 
Differential in Favor of Bonds...........ccccccceccces 238,000 


Result where the Company is subject to EPT: 
Saving in EPT if bonds are issued (2.7% of $10 


EEE ssh thacts os aNestsedeiiatdes ehanee oe ¥seee $270,000 
Net interest cost (45.5% of $400,000).............45. 182,000 
PE. cis eeded dade chin mbaeh sued codes 88,000 


58 Even where P has to borrow the money loaned to S, a loan or advance to the latter, 
which will not qualify as borrowed capital, seems preferable. 

59 Where a stock investment by P in S falls under section 112(b)(5), the effect of 
Part II of the EPT sub-chapter must be considered (sections 461(a) (1) (E) and 462(i)). 

60 75% (includible portion of borrowed capital) x 12% (credit) x 30% (EPT rate). 
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Saving in EPT if stock is issued (3.6% ® of $10 million). $360,000 


Net! CORE OF GivaGeids 5 s3/46)s. 0s 50s Rips Ribs ewe dims vic 450,000 
Over-all Loss (so far as equity shareholders 

eo Reprint eye dents: 90,000 

Differential in Favor of Bonds..................2000. $178,000 


10. ANNUALIZATION OF INCOME FOR SHORT PERIODS 


Section 433(a) (2) requires that income of a period shorter than twelve 
months must be annualized (regardless of the reason for the shori period). 
This is done by multiplying the excess profits net income of the short 
period by a fraction the numerator of which is the number of days in the 
twelve months preceding the close of the short period, and the denomi- 
nator of which is the number of days in the short year. The tax on the 
annualized income is then multiplied by the same fraction inverted.® This 
annualization requirement will, of course, affect a number of decisions, 
principally the choice of a fiscal year. Thus, a company organized on 
July 1, 1951, which has a large enough income for the last six months of 
1951 to put it into the excess profits tax bracket but expects an income 
for the first six months of 1952 which will keep it out of the excess profits 
tax bracket, will choose a fiscal year ending June 30th instead of the 
calendar year. Or, a company on a calendar year basis which would, but 
for the annualization requirements, liquidate its business on June 30, 1951, 
may decide to continue it, even at no profit, for the balance of 1951 in 
order to avoid paying EPT on the profit of the first six months. 


11. Acquisitions To Avorn EPT—Section 129 


With the advent of EPT II and possibly huge tax savings, all sorts of 
schemes sprouted to take advantage of otherwise useless excess profits 
credits, loss carry-overs, potential losses, etc. For example, corporation 
X with a low excess profits credit and large earnings, bought the stock 
of corporation Y with a high credit but no earnings, and merged with the 
latter. To foreclose the success of such schemes, section 129 was enacted 
in 1943 effective with taxable years beginning after December 31, 1943. 
It provides in brief that if control of a corporation is acquired after 
October 8, 1940, whether directly or indirectly, and the principal purpose 


6112% (credit) x 30% (EPT rate). 

62 To ameliorate hardship where the short year happens to be the busy season of a 
seasonable business, clause (B) of subsection (2) provides a different method for 
annualizing the tax. 
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for the acquisition is evasion or avoidance of federal income or excess 
profits tax by securing the benefit of a deduction, credit, or other allow- 
ance which the acquiring person or corporation would not otherwise enjoy, 
then such deduction, credit, or other allowance shall not be allowed.® The 
section also applies where a corporation acquires, on or after October 8, 
1940, directly or indirectly, property of another corporation not controlled 
immediately prior to the acquisition by the acquiring corporation or its 
stockholders, if the basis of the property in the hands of the acquiring 
corporation is determined by reference to the basis of the property in the 
hands of the transferor corporation and the principal purpose of the 
acquisition was evasion or avoidance, etc.°* EPT III has revived interest 
in transactions of the type at which section 129 was aimed, and no doubt 
the presence of section 129 will deter many of these transactions, but it 
will not stop nor was it intended to stop all attempts to make use of other- 
wise idle excess profits credits, loss carry-overs, etc. For instance, a com- 
pany whose earnings have dropped substantially below its credit and which 
has loss carry-overs, cannot be prevented from buying up a profitable busi- 
ness and thus using up its credit and carry-overs."° Such a purchaser can 
afford to pay a substantially higher price for the business than a com- 
petitor which is itself in excess profits brackets. 

Suppose a separate corporation is organized to conduct the taxpayer's 
foreign operations and receives the income therefrom. (Under section 
454(f), a domestic corporation which derives at least 95% of its gross 
income *° from sources outside the United States, and which derives more 
than 50% of its gross income * from the active conduct of a trade or 
business, is exempt from EPT.) Would section 129 apply? Probably not, 
since the Bureau has ruled *’ that the formation of a Western Hemisphere 
corporation to obtain the tax advantages inherent in doing business under 
that form is not in contravention of section 129. 

Some very recent decisions, involving the direct application of section 
129, have resulted in defeat for the Treasury. In Alcorn Wholesale Co.” 
(wholesale grocery house) and Berland’s, Inc.® (chain store) the Com- 


63 Control is defined as meaning ownership of stock possessing at least 50% of voting 
power, or ownership of at least 50% of the total value of the corporation’s outstanding 
stock. 

64 Rudick, Acquisitions to Avoid Income or Excess Profits Tax, 58 Harv. L. Rev. 196 
(1944); Barnard, Acquisition for Tax Benefit, 34 Carir. L. Rev. 36 (1946). 

65 A, B. & Container Corp., 14 T.C. 842 (1950) Acq. See also Commodores Point 
Terminal Co., 11 T.C. 411 (1948), and Alprosa Watch Corp., 11 T.C. 240 (1948). 

66 For the three year period immediately preceding the close of the taxable year of 
for such part of such period as the corporation was in existence. 

67 1.T. 3757, 1945 Cum. Butt. 200. 

6816 T.C. No. 10 (1951). 

6916 T.C. No. 24 (1951). 
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missioner took the position that a multiple-establishment business which, 
amoeba-like, subdivided itself into many small corporations, thus obtain- 
ing multiple exemptions instead of the single exemption to which it was 
theretofore entitled, did so principally to reap the tax rewards of sub- 
division. The Tax Court believed the testimony of the companies’ officers 
that there were other, more significant reasons for the subdivision, e.g., 


‘in the Berland’s case a desire to limit liability under store leases, and in 


the Alcorn case a purpose to increase aggregate borrowing capacity and to 
eliminate the prejudice against absentee ownership. 


CONCLUSION 


As indicated earlier in this paper, the situations described above com- 
prise but a small segment of the sphere in which business decisions will be 
influenced by EPT considerations. Not touched upon at all are mergers 
and consolidations, which will in many cases hinge upon EPT conse- 
quences, particularly those resulting from Parts II and III of the EPT 
sub-chapter. The much larger area of tax orientated judgments will occur 
with respect to expenditures for research, promotion, expansion, and the 
like. However, the examples given will serve to illustrate the erratic and 
uneven application of the tax, and to emphasize the impossibility of devis- 
ing an EPT law, no matter how carefully it is worked out, which will avoid 
quixotic and inequitable consequences. 

In conclusion, it may be noted that as one struggles with the elaborate 
and difficult provisions of the statute, one cannot help but respect and 
admire the tremendous technical competence and skill which produced an 
appallingly complicated law in a relatively short span. The involved pro- 
visions, which to the uninitiated must seem like gibberish and can be under- 
stood by relatively few, are primarily the result of an attempt to achieve 
a statute which operates fairly. If the price of fairness is complexity, it is 
worth paying. On the whole, EPT III is an improvement over EPT II. 








Divisive Corporate Reorganizations: Split- 


Ups And Split-Offs 


SEYMOUR S. MINTZ 


INTRODUCTION 


: anyone writing of divisive corporate reorganizations * 
ultimately must employ those confusing terms “split-up,” “spin-off,” and 
“split-off.””. The present writer succumbs early, and accepts the meanings 
of these terms, in their simplest forms, as follows: 


In a split-up, all the assets of a corporation are divided between two 
new corporations in exchange for their stock; the original corporation 
transfers such stock to its shareholders in exchange for its own stock, and 
dissolves. 

In a spin-off, part of the assets of a corporation are exchanged for 
stock of a new corporation ; the original corporation distributes such stock 
to its shareholders, but does not receive any of its own stock in exchange, 
and remains in business. 

A split-off is the same as a spin-off, except that, when the original 
corporation transfers to its shareholders the stock of the new corporation, 
it receives in exchange a pro rata portion of its own stock. 


While the problems in this field involve the taxable or non-taxable char- 
acter of the foregoing transactions to the participating corporations on the 
one hand and to the stockholders on the other, this paper is concerned 


Seymour S. Mintz is a member of the District of Columbia Bar and is a partner 
of Hogan and Hartson, Washington, D. C. 

1This subject is discussed in the following articles or texts: Barrett, Split-Up and 
Spin-Off Reorganizsations, 27 Taxes 113 (1949) ; Darrell, Corporate Reorganizations and 
Readjustments (Practistnc LAw Institute, 1949); De Wind, Preferred Stock Divi- 
dends and Recapitalizations in PRocEEDINGS OF NEw York UNIversity E1GgHTH ANNUAL 
INSTITUTE ON FEDERAL TAXATION 236 (1950) ; Friedman, How One Reorganisation Was 
Handled in Proceepincs or New York University SEVENTH ANNUAL INSTITUTE ON 
FepERAL TAXATION 1115 (1949) ; Lowrimore, The Spin-Off That Spun Off, 28 Taxes 
1021 (1950); Pollock, Possible Reorganization Alternatives in PROCEEDINGS OF NEW 
York University E1cutH ANNUAL INSTITUTE ON FEDERAL TAXATION 143 (1950) ; 
Rapp, Spin-Offs, Split-Offs and Split-Ups in Proceeptncs or New York UNIVERSITY 
ErcHtH ANNUAL INstITUTE ON FEDERAL TAXATION 212 (1950); RABKIN AND JOHN- 
SON, FepERAL INCOME Girt AND Estate TAXATION 1725, 1726 (vol. I) ; Rubin and Mid- 
ler, Split-Off and Split-Up Reorganizations, 17 Forp. L. Rev. 246 (1948) ; Spear, Split- 
Ups, Split-Offs and Spin-Offs, THe American University Tax Institute LECTURES 
171 (vol. 3, 1949). 
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mainly with the present status of distributions to stockholders in split-ups 
as contrasted with split-offs. No attempt is made to discuss all the statutory 
and non-statutory requirements of these transactions. 

The first step in each of the foregoing instances (i.¢., the transfer of 
assets by the original corporation to another corporation or corporations 
in exchange for stock) may be consummated tax-free to the corporations 
under section 112(b)(5) ? or under section 112(b)(4) in conjunction 
with section 112(g)(1)(D).° 

Tax difficulties may arise in connection with the second step, which 
encompasses transfer of the new stock to the shareholders of the original 
corporation. The second step is deemed (a) to be non-taxable to the stock- 
holders in a split-up, (b) to be taxable to them in a spin-off, and (c) to 
have a doubtful status to the stockholders in a split-off.* In each instance 
the business effect of the transaction is the same, for operations formerly 
conducted by one corporation are now conducted by two, and the unwary 
would expect the tax results to be identical. The difference in tax conse- 
quences stems in part from the legislative history and in part from the 
understandable fear of the tax administrators and legislators lest their 
cooperation be enlisted to widen the routes by which stockholders may in 
effect enjoy corporate earnings at capital gains instead of dividend rates 
of taxation. 


THE LEGISLATIVE HIsTORY 


The Revenue Acts of 1913, 1916, and 1917 contained no tax-free pro- 
visions relating to corporate reorganizations. Decisions under these Acts 
held statutorily and constitutionally taxable as a dividend the stock of a 
new corporation received by the shareholders of the original corporation 
in the course of a divisive reorganization.* 

The first corporate reorganization provision appeared in the Revenue 
Act of 1918. Section 202(b) thereof (forerunner of the present section 
112(b)(3)) provided in part: 


. when in connection with the reorganization,® merger, or consolidation 
of a corporation a person receives in place of stock or securities owned by him 
new stock or securities of no greater aggregate par or face value, no gain or 


2 Unless otherwise noted, all statutory references are to the Internal Revenue Code. 

8In an unusual case, a divisive reorganization might be accomplished under section 
112(g) (1) (C). 

4The divergence of view among tax commentators is shown in the articles cited in 
note 1 supra. 

5 United States v. Phellis, 257 U.S. 156 (1921) ; Rockefeller v. United States, 257 U.S. 
176 (1921) (both spin-offs). 

6 The Revenue Act of 1918 did not define the word “reorganization.” 
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loss shall be deemed to occur from the exchange, and the new stock or securi- 
ties received shall be treated as taking the place of the stock, securities, or 
property exchanged. 


The foregoing provision was restated in section 202(c) of the Revenue 
Act of 1921 to read that 


. no gain or loss shall be recognized—. . . . 
(2) When in the reorganization of one or more corporations a person 
receives in place of any stock or securities owned by him, stock or securities 
in a corporation a party to or resulting from such reorganization.” 


It is generally agreed that the above-quoted provisions applied to sPplit- 
ups, but their applicability to split-offs is denied by those who assert that 
in the split-off the pro rata transfer to the original corporation of part of 
its own stock by its shareholders is a formal act not substantially affecting 
such corporation or its ownership or operation, but, merely reducing the 
number of its outstanding shares and hence, arguably, leaving the split-off 
essentially indistinguishable from the spin-off.* Clearly, the quoted pro- 
visions did not extend to spin-offs. 

In 1924 Congress specifically considered the differing treatment accorded 
split-ups and spin-offs under the law then in effect ° and enacted the fol- 


7 Section 202(c)(2) of the 1921 Act further stated: “The word ‘reorganization,’ as 
used in this paragraph, includes a merger or consolidation (including the acquisition by 
one corporation of at least a majority of the voting stock and at least a majority of the 
total number of shares of all other classes of stock of another corporation, or of substan- 
tially all the properties of another corporation), recapitalization, or mere change in 
identity, form, or place of organization of a corporation, (however effected); .. .” 

8In the split-up, the transfer to the original corporation of its own stock obviously is 
more than a formality, since it is a necessary step in completing the demise of the cor- 
poration. This matter is further discussed infra. 

®The Ways and Means Committee Report on the Revenue Bill of 1924 stated: “Sec. 
203(c): There is no provision of the existing law which corresponds to subdivision (c). 
Under the existing law, if Corporation A organizes a subsidiary, Corporation B, to 
which it transfers part of its assets in exchange for all the stock of Corporation B, and 
distributes the stock of Corporation B as a dividend to its stockholders without the sur- 
render by the stockholders of any of their stock, then such a dividend is a taxable one. 
If, however, Corporation A organizes two new corporations, Corporations B and C, and 
transfers part of its assets to Corporation B and part to Corporation C, and the stock- 
holders of Corporation A surrender their stock and receive in exchange therefor stock of 
Corporations B and C, no gain from the transaction is recognized. Thus, under the 
existing law, the same result, except as to tax liability, may be obtained by either of 
two methods; but if the first method set out above is adopted, the gain is taxable, while 
if the second method set out above is adopted, there is no taxable gain. Subdivision (c) 
of the bill permits the reorganization to be accomplished in the first manner set out above 
without the recognition of gain. This method represents a common type of reorganiza- 
tion and clearly should be included within the reorganization provisions of the statute as 
long as the exemption under the present law is continued.” H. R. Rep. No. 179, 68th 
Cong., Ist Sess., 1939-1 Cum. Butt. (Part 2) 241, 251. The Senate Finance Committee 
Report is to the same effect (SEN. Rep. No. 398, 1939-1 Cum. But. (Part 2) 266, 276). 
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lowing provisions (section 203(c) of the Revenue Act of 1924) con- 
ferring tax-free status upon spin-offs: 


If there is distributed, in pursuance of a plan of reorganization*® to a 
shareholder in a corporation a party to the reorganization, stock or securities 
in such corporation or in another corporation a party to the reorganization, 
without the surrender by such shareholder of stock or securities in such a 
corporation, no gain to the distributee from the receipt of such stock or 
securities shall be recognized. 


Thereafter, all three types of divisive reorganizations were considered 
to be tax-free to stockholders under the Revenue Acts of 1924, 1926, 1928, 
and 1932. Spin-offs had such status under section 203(c) of the 1924 
and 1926 Acts and under the identical provisions of section 112(g) of 
the 1928 and 1932 Acts. Split-ups were tax-free under section 203(b) (2) 
of the 1924 and 1926 Acts,” and under the identical provisions of section 
112(b)(3) of the 1928 Act and of later revenue enactments, as follows: 


No gain or loss shall be recognized if stock or securities in a corporation 
a party to a reorganization are, in pursuance of the plan of reorganization, 
exchanged solely for stock or securities in such corporation or in another 
corporation a party to the reorganization. 


Split-offs also were treated as tax-free in the 1924-1934 period, but it is 


10 Section 203(h)(1)(B) of the 1924 Act added the following to the definition of a 
reorganization as contained in section 202(c)(2) of the 1921 Act: “...a transfer by 
a corporation of all or a part of its assets to another corporation if immediately after 
the transfer the transferor or its stockholders or both are in control of the corporation 
to which the assets are transferred. . . .” Both the House and Senate Committee Reports 
stated: “This is a common type of reorganization, and clearly should be included within 
the reorganization provisions of the statute.” Note 9 supra, at 252-253, and 278. Is 
this Committee comment to be read as indicating the Congressional view to be that no 
divisive reorganization met the reorganization definition in the 1921 Act (note 7 supra)? 
This construction would be inconsistent with the specific statements of both Committees 
that split-up distributions were non-taxable under the 1921 Act. The Circuit Court of 
Appeals for the Second Circuit has stated that section 203(h)(1)(B) of the 1924 Act 
“was intended as supplementary to” the spin-off provision added as section 203(c) of 
the same Act. Helvering v. Gregory, 69 F.2d 809, 811 (2d Cir. 1934). Section 
203(h)(1)(B) of the 1924 and 1926 Acts became section 112(i) (1) (B) in the 1928 and 
1932 Acts, section 112(g)(1)(C) of the 1934, 1936, and 1938 Acts, and section 
112(g)(1)(D) of the Code. 

The 1924 Act also added a basis allocation provision as follows: “If the property con- 
sists of stock or securities distributed after December 31, 1923, to a taxpayer in connec- 
tion with a transaction described in subdivision (c) of section 203, the basis in the case 
of the stock in respect of which the distribution was made shall be apportioned, under 
rules and regulations prescribed by the Commissioner with the approval of the Secretary, 
between such stock and the stock or securities distributed; ....’ This appeared as sec- 
tion 204(a)(9) of the 1924 and 1926 Acts, and as section 113(a) (9) of the 1928 and 
1932 Acts. 

11 A successor to section 202(b) of the 1918 Act, supra at 366, and to section 202(c) (2) 
of the 1921 Act, supra note 7. 








1951] DIVISIVE CORPORATE REORGANIZATIONS 369 


not clear whether they were accorded this status because they resembled 
split-ups or because they were like spin-offs. 

This period of relatively happy understanding and good-will was 
terminated by a legislative change arising in material part from the 
attempted spin-off in the renowned Gregory case. The taxpayer in this 
case owned all the stock of corporation A. The latter in turn owned 1,000 
shares of B corporation stock upon which there was a large unrealized 
gain. In order to make the B corporation stock available to the taxpayer 
for sale with a minimum tax, corporation A organized corporation C and 
two days later transferred the B corporation stock to C corporation in 
return for C’s stock, which the taxpayer received. Four days later C 
liquidated and dissolved, distributing the B stock to the taxpayer, who sold 
it the same day. The Board of Tax Appeals held that the transaction 
between A corporation and C corporation constituted a reorganization 
under section 112(i)(1)(B) of the 1928 Act (predecessor to section 112 
(g)(1)(D) of the Code), that the distribution of the C corporation stock 
to the taxpayer was tax-free to her under the spin-off provision in section 
112(g) of the 1928 Act, and that she realized a capital gain upon the 
liquidation of corporation C. 

The Board of Tax Appeals handed down the Gregory decision in 
December, 1932. In the following year, a subcommittee of the House 
Ways and Means Committee studied this and other decisions, and in a 
preliminary report, dated December 4, 1933, recommended * “that the 
exchange and reorganization provisions contained in section 112 of 
existing law be abolished.” ** The subcommittee supported its recom- 
mendation by a memorandum ** prepared by the staff of the Joint Com- 
mittee on Internal Revenue Taxation. This staff memorandum listed five 
examples to show how the corporate reorganization provisions of the law 
were being “availed of to avoid taxes justly due the Government.” * Of 
the five examples, three involved the use of the spin-off provision (section 
112(g) of the 1932 Act) and one of these was the Gregory case itself. 

The full Committee on Ways and Means recommended ** that the cor- 
porate reorganization provisions be retained but that certain changes be 
made, including the elimination of the spin-off provision." The Senate 


12 Paragraph 5 of preliminary report of subcommittee of the Committee on Ways and 
Means. Hearings before the Ways and Means Committee, 73d Cong., 2d Sess. 58 (1933). 

18 The Treasury opposed this recommendation. Jbid. at 57. 

14 Exhibit D of Appendix to Ways and Means subcommittee report, ibid. at 58 et seq. 

15 [bid. at 60. 

16H. R. Rep. No. 704, 73d Cong., 2d Sess. (Feb. 12, 1934), 1939-1 Cum. Butt. 
(Part 1) 554, 563-565. 

17 The Report stated: “. . . the committee recommends that section 112(g) be omitted 
from the bill. This paragraph provides that a corporation by means of a reorganization 
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Finance Committee concurred ** six weeks later. 

Nine days before the Senate Finance Committee’s action, the Circuit 
Court of Appeals for the Second Circuit reversed ** the Board’s decision 
in the Gregory case. The Court found that the transaction lacked business 
purpose and business continuity, and therefore was not a “reorganization” 
within the meaning of section 112 of the applicable statute. Hence, the 
original corporation’s distribution of the new corporation’s stock to the 
stockholder constituted a taxable dividend. The Supreme Court’s affirm- 
ance *° made it clear that the spin-off provision need not be feared as a 
vehicle of flagrant tax avoidance; but by that time section 112(g) had 
been eliminated by the Revenue Act of 1934.** Despite several attempts, 
the spin-off provision has not been reinstated in the law.” 


SUMMARY OF THE TREASURY’S POSITION 


The Treasury currently treats spin-off distributions of stock as divi- 
dends to the stockholders,** as it must in view of the 1934 amendment. 


may distribute to its shareholders stock or securities in another corporation a party to 
the reorganization without any tax to the shareholder. By this method corporations have 
found it possible to pay what would otherwise be taxable dividends, without any taxes 
upon their shareholders. The committee believes that this means of avoidance should be 
ended.” Further, the Committee recommended the elimination of the basis allocation pro- 
vision (section 113(a)(9) of the 1932 Act, supra note 10). In addition, the House Bill 
eliminated from the definition of a “reorganization” as it appeared in the Acts from 1921 
through 1932, the parenthetical phrase appearing after the words “merger or consolida- 
tion” which read: “(including the acquisition by one corporation of at least a majority 
of the voting stock and at least a majority of the total number of shares of all other 
classes of stock of another corporation, or substantially all the properties of another cor- 
poration).” In place of this language there was inserted, at the instigation of the Senate, 
the following addition to the term “reorganization”: ‘“(B) the acquisition by one cor- 
poration in exchange solely for all or a part of its voting stock: of at least 80 per centum 
of the voting stock and at least 80 per centum of the total number of shares of all other 
classes of stock of another corporation; or of substantially all the properties of another 
corporation.” 

18 Sen. Rep. No. 558, 73d Cong., 2d Sess. (Mar. 28, 1934), 1939-1 Cum. Butt. 
(Part 1) 586, 598, 613. 

19 Helvering v. Gregory, 69 F.2d 809 (2d Cir. 1934). 

20 293 U.S. 465 (1935). 

21 Approved May 10, 1934. 

22 As to efforts to reenact a spin-off provision in 1947-1949, see Spear, supra note 1, at 
185-190. The Senate added section 207 to the Revenue Bill of 1950 (H. R. 8920), au- 
thorizing tax-free spin-o#s, but limiting non-recognition to cases where both the old and 
new corporations are intended to carry on business after the reorganization and where 
the reorganization is not merely a means of distributing earnings and profits of the old 
corporation. Furthermore, the non-recognition provision was expressly inapplicable where 
preferred stock is spun off. See Sen. Rep. No. 2375, 81st Cong., 2d Sess. (1950). This 
spin-off provision was eliminated by the Conference Committee, however. H. R. Rep. 
No. 3124, 81st Cong., 2d Sess. (1950). 

23 Reg. 111, Sec. 29.112(g) (5). 








1951] DIVISIVE CORPORATE REORGANIZATIONS 371 


It considers distributions in split-ups to be non-taxable, subject to various 
statutory and non-statutory requirements, including the requirements of 
business purpose and continuity of proprietary interest. Finally, the 
Treasury refuses to rule favorably as to distributions in split-offs, appar- 
ently in the belief that they are essentially indistinguishable from spin-offs. 


ANALYSIS OF THE TREASURY'S DISTINCTION BETWEEN SPLIT-UPS AND 
SPLIT-OFFS: THE EXCHANGE TEST 


In the split-up the original corporation goes out of existence. One of 
the normal steps in its dissolution is the exchange whereby it receives from 
its shareholders its own stock in return for the new corporations’ stock 
which it distributes to such shareholders. On the other hand, in the split- 
off the original corporation remains in existence, and hence its recall of 
its own stock may not be essential ** to the transaction in which it dis- 
tributes to its shareholders the stock of the new corporation. The original 
corporation’s recall of a pro rata part of its own stock in this transaction 
is viewed by the Treasury as a meaningless paper transfer. Since the 
recall leaves the actual stock ownership precisely the same as before this 
step is taken, there is much to be said for the Treasury's view that the 1934 
amendment should be construed as making sPlit-offs (as well as spin-offs) 
taxable. 

The Internal Revenue Code, however, in a number of instances necessi- 
tates the formality of an exchange in concurrence with various substantive 
requirements before according a particular tax effect to a transaction, and 
the demand for an exchange in section 112(b)(3) may be among such 
instances. Where all the substantive requirements are met, the formality 
of an exchange under sections 115(c) and 115(i) is the final step in 
converting into a partial liquidation taxable under the capital gains pro- 
visions a corporate distribution otherwise taxable as an ordinary dividend 
under section 115(a).** There are other illustrations within the Code. 


24 The recall of stock would be essential, in order to avoid misleading creditors, if 
the original corporation had no surplus prior to the split-off. 

°5 The tax results of a split-off and of the usual partial liquidation are different, of 
course, in that the reorganization provisions of section 112, if applicable, may accord non- 
recognition to the entire gain on the reorganization exchange, whereas section 115 leaves 
the partial liquidation gain subject to tax, although at a favorable rate. The substantive 
tests in the two transactions, however, are in some respects similar. Those who view 
the split-off as being in the nature of a partial liquidation of the old corporation, would 
accord recognition to the recall of stock in a split-off just as they would to the recall of 
stock in a partial liquidation, even though the pro rata stock ownership is not altered by 
the recall in either instance. In a proper case there may be a pro rata partial liquidation 
of a corporation possessing earnings and profits in excess of the distribution. See Joseph 
W. Imler, 11 T.C. 836 (1948) Acq., 1949-1 Cum. Buty. 2; L. M. Lockhart, 8 T.C. 436 
(1947) ; Heber Scowcraft Investment Co., 4 TCM 755 (1945); Samuel A. Upham, 4 
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The Treasury, in turn, may argue that illustrations drawn from other 
sections of the Code are not necessarily helpful in construing the reorgani- 
zation provisions of section 112, and may refer specifically to the follow- 
ing language in its regulations : *° 


. . . the transaction, or series of transactions, embraced in a plan of re- 
organization must not only come within the specific language of section 
112(g)(1), but the readjustments involved in the exchanges effected in the 
consummation thereof must be undertaken for reasons germane to the contin- 
uance of the business of a corporation a party to the reorganization. ... 
(italics supplied) 


The italicized language might be read as requiring that a section 112(b) 
(3) exchange have a business purpose separate from, or ii: addition to, the 
business purpose of the reorganization itself. So read, the quoted language 
seems to go too far, since section 112(b)(3) merely requires that the 
exchange be “in pursuance of the plan of reorganization.” 

The last-quoted phrase arguably requires something more than a merely 
formal relation between the exchange and the essential scheme of the 
reorganization. The phrase may be construed, however, as requiring only 
that the exchange have actual relevance and materiality to the plan of 
reorganization. Thus, the implied tests of relevance and materiality would 
apparently be met so as to bring the exchange within the purview of section 
112(b) (3), if the original corporation’s recall of its own stock in a split- 
off can be regarded as appropriate recognition (a) of the shift in asset 
ownership from the original corporation to the new corporation, and (b) 
of the shift in ownership of the new stock from the original corporation 
to its shareholders. 

To help in establishing the foregoing, it may be argued that the ex- 
change between the old corporation and its stockholders in a split-off 
reorganization is similar, in an economic sense, to the exchange that takes 


T.C. 1120 (1945) Acq., 1945 Cum. Butt. 7. The first three were decided after Comm’r 
v. Estate of Bedford, 325 U.S. 283 (1945), and the first two after Kirschenbaum v. 
Comm’r, 155 F.2d 23 (2d Cir. 1946), cert. denied, 329 U.S. 726 (1946). The Bedford 
and Kirschenbaum decisions tended to restrict in important degree the scope of the partial 
liquidation provisions. 

The foregoing portion of this note draws an analogy between sPlit-offs and partial 
liquidations in so far as both may be said to involve formal exchanges. One may go a 
step farther and argue that a sflit-off is a partial liquidation under section 115(c) and 
is at the same time to be accorded the non-recognition benefits of section 112. Section 
115(c), relating to distributions in liquidation, reads in part: “Amounts distributed in 
complete liquidation of a corporation shall be treated as in full payment in exchange for 
the stock, and amounts distributed in partial liquidation of a corporation shall be treated 
as in part or full payment in exchange for the stock. The gain or loss to the distributee 
resulting from such exchange shall be determined under section 111, but shall be recog- 
nized only to the extent provided in section 112... .” (italics supplied) 

26 Reg. 111, Sec. 29.112(g)-2. 
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place in a split-up reorganization. In the latter type of reorganization the 
formal act of surrendering the old stock to the old corporation mirrors 
the economic exchange that occurs when the old corporation distributes 
to its stockholders the stock of the new corporations. The same funda- 
mental analysis applies to the split-off reorganization. True, in this type 
of reorganization the stock in the old corporation is not deprived of all 
value, since the old corporation continues in business with part of its assets. 
However, when the old corporation distributes the new stock to its stock- 
holders, an economic exchange of old stock for new takes place, the pro- 
portion of old stock economically replaced by new being exactly pro rata 
to the proportion of the old corporation’s assets transferred to the new 
corporation. Hence, it may be contended that the surrender by the stock- 
holders of a pro rata portion of their stock in the old corporation is an 
appropriate recognition of the economic exchange which takes place upon 
distribution of the new stock in a split-off *? just as in a split-up.* 

The economic exchange in the s/lit-off is the same, except in quantum, 
as the economic exchange in the split-up. There appears to be no economic 
significance in the fact that the old corporation dissolves in the split-up 
and does not dissolve in the sflit-off. In either case the stockholders at 
the conclusion of the transaction have shares of stock in two corporations 
instead of one. 

The Treasury’s distinction between split-ups and split-offs in effect 
reads into section 112(b)(3) and section 112(g)(1)(D), when con- 
sidered together, a requirement that the original corporation go out of 
existence if there is to be non-recognition of the gain on the old stock- 
holders’ receipt of the new stock. This requirement appears to be contrary 
in spirit to the language of section 112(g)(1)(D), which encompasses 
the “transfer by a corporation of all or a part of its assets. . . .” (italics 
supplied) In fairness, it should be pointed out that the dissolution re- 
quirement so imposed by the Treasury is not directly in its interpretation 


27 If the distribution of the new corporation’s stock and the pro rata recall of the old 
corporation’s stock in a split-off satisfies the exchange test in section 112(b) (3), it is 
probable that a pro rata reduction in the par value of the old stock would have a similar 
effect. See Hortense A. Menefee, 46 B.T.A. 865 (1942) Acq., 1942-1 Cum. Butt. 12; 
W. N. Fry, 5 T.C. 1058 (1945) ; Julia S. Dillard, 4 TCM 1032 (1945). 

28 It may be asked in rebuttal: If the economic exchange is significant in the case of 
split-off distributions to stockholders, why is it not equally significant in the case of any 
corporate distribution to stockholders, including an ordinary dividend? The answer is 
that the provision we are attempting to interpret (section 112(b) (3) ) is specifically limited 
to reorganizations, i.e., instances where an entire business is carved away from the orginal 
corporation and placed permanently or indefinitely in a new corporation, the stock of 
which is distributed. This, of course, is not true of an ordinary dividend. 

An economic exchange also takes place in a spin-off, but in this instance Congress 
has unequivocally spoken. Congress has indicated that the economic exchange must at 
least be accompanied by a formal exchange, an element which is lacking in the spin-off. 
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of section 112(g)(1)(D) but in its interpretation of section 112(b) (3) 
where, the Treasury in effect says, the concept of an exchange of stock in 
a divisive reorganization is satisfied only if the exchange is required by the 
dissolution of the original corporation. 

If there are business reasons for the distribution of the stock of two 
new corporations to the old stockholders in the split-up, it is somewhat 
difficult to understand why the same business reasons are insufficient to 
justify the distribution of the stock of one new corporation to the old 
stockholders in the split-off. True, section 112(b)(3) requires that the 
stock be “exchanged,” but it seems unfortunate to have the recognition 
of the exchange depend upon an extraneous legal incident, such as the 
demise of the old corporation. 

The Treasury replies that the exchange in the slit-off, being pro rata, 
is formal only, and hence cannot be accorded any significance. This is 
true, however, of the exchange in a pro rata, partial liquidation as well,” 
and yet the Treasury and the courts have accepted it. Perhaps the answer 
is that the pro rata exchange, if viewed as a step entirely by itself, is 
merely a formality, but when viewed in the context of the entire transac- 
tion, is more than a formality. Stated another way, perhaps the answer 
is that the exchange is merely a formality, but this is all the statute re- 
quires, provided all the substantive requirements of a reorganization are 
met. 

The ultimate question is whether the Treasury’s prejudice against slit- 
offs is justified by the language of section 112 and by its legislative history. 
The statutory language and history, so far as this writer has been able 
to find, are as consistent with the non-recognition as with the recognition 
of gain in split-off distributions. The strongest Treasury argument °° is 
that Congress in 1934 reasonably must have intended to hit split-offs as 
well as spin-offs, for otherwise the 1934 amendment could rather easily be 
circumvented. In the minds of many persons this argument is decisive. 
It is, however, neutralized in material degree by the fact that split-ups too 
could be used, although not always with equal facility, to accomplish the 
tax-avoidance results which Congress was attempting to prevent when it 


29 See note 25 supra. : 

30 A minor, supplemental Treasury argument is that the 1934 Act’s elimination (note 
17 supra) of the basis allocation provision (section 113(a)(9) of the 1932 Act) is 
further evidence that split-off distributions are taxable. The income tax statute, however, 
has never contained such a basis allocation provision applicable to split-ups, yet the 
Treasury apparently has followed consistently the practice of allocating the old shares’ 
basis between the new shares in proportion to the fair market value of the shares at the 
time of the split-up distribution. A similar approach could be utilized in the split-off, 
i.c., the basis of the old shares could be apportioned between the old shares retained by 
the shareholders and the new ones received in proportion to fair market value. 
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eliminated the spin-off provision, and yet split-ups obviously were un- 
touched by the 1934 amendment. 


Court DECISIONS 


This writer has not found any court decision squarely holding that 
split-offs either are or are not within the protection of section 112(b) (3). 
Some commentators, however, place considerable reliance upon the de- 
cisions in Menefee,” Fry,*’ Green,® Dillard,** and Lewis *° as supporting 
the conclusion that sflit-offs are within section 112(b) (3) and hence are 
tax-free. 

The factual complex in each of these cases involved the transfer by the 
original corporation of most of its assets to a new corporation in ex- 
change for all the latter’s stock, which was distributed to the original 
corporation’s stockholders, who surrendered a proportionate part of their 
old stock or consented to a reduction of its par value. Each case is marked 
by the fact that the original corporation was to be liquidated immediately, 
as in Green and Lewis, or was to be utilized for a further period only to 
realize upon certain assets of questionable value and thereafter liquidated. 
This fact, in the opinion of the writer, is sufficient to distinguish the afore- 
mentioned cases from the typical split-off reorganization, which, as defined 
above, contemplates the continuance of the original corporation as an 
active, operating concern. Further consideration is required to determine 
the extent to which this distinction deprives these cases of precedent value 
in the typical split-off situation. 

The primary argument against the application of the non-recognition 
provisions of section 112(b) (3) to the typical split-off is that the exchange 
by the old stockholders of part of their old stock for stock of the new 
corporation is merely a formal act, insufficient to distinguish the split-off 
from a spin-off. The exchange involved in a sflit-up on the other hand 
is said to be clearly a matter of substance; it is essential to the split-up and 
must occur actually or constructively, since the original corporation is 
going out of existence. Under such an analysis, it would appear that the 
exchanges which occurred in Menefee, Fry, Green, Dillard, and Lewis 
were also more than formalities, closely resembling the exchange in a 
split-up in that the original corporations were in the process of complete 
liquidation. It is believed, therefore, that none of these decisions can be 


81 Hortense A. Menefee, 46 B.T.A. 865 (1942) Acq., 1942-1 Cum. Butt. 12. 

82 W. N. Fry, 5 T.C. 1058 (1945). 

83 Heatley Green, 1 TCM 297 (1942). 

34 Julia S. Dillard, 4 TCM 1032 (1945). 

35 Estate of John B. Lewis, 6 T.C. 455 (1946), remanded, 160 F.2d 839 (1st Cir. 1947), 
on remand, 10 T.C. 1080 (1948), aff'd, 176 F.2d 646 (1st Cir. 1949). 
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regarded as a holding that the kind of exchange which occurs in a typical 
split-off reorganization fulfills the “exchange” requirement of section 


112(b) (3). 
PENDING CASES 


The Treasury’s views as to split-offs may be tested in two related cases 
now pending in the Tax Court under the names of Chester E. Spangler *° 
and Lucille Spangler,* involving a reorganization of Western States Gaso- 
line Corporation. 

The taxpayers allege in their petitions to the Tax Court that Western 
States Gasoline Corporation was engaged in 1943 in manufacturing casing- 
head gasoline in California and in producing oil in Texas. They further 
assert that in order to sever these two businesses, a plan of reorganization 
was executed whereby Western States Gasoline Corporation transferred 
all its Texas oil-producing property and $400,000 working capital to the 
newly-organized Permian Oil Corporation in exchange for practically all 
the latter’s authorized stock. In turn, Western States Gasoline Corpora- 
tion distributed the Permian stock to Western States’ shareholders in 
exchange for one-half of the outstanding shares of Western States’ stock, 
which was thereupon cancelled. 

The Commissioner asserts that the distribution of Permian stock to the 
taxpayers, as stockholders of Western States Gasoline Corporation, was 
a taxable dividend under section 115(g). The taxpayers, on the other 
hand, contend that they acquired the Permian stock in an exchange pur- 
suant to a plan of reorganization and that neither gain nor loss was 
recognizable. In the alternative, they contend that if gain is recognizable 
it should constitute a long-term capital gain resulting from a distribution 
in partial liquidation and not an ordinary dividend. 

Since, in so far as the pleadings reveal, both Western States Gasoline 
Corporation and Permian Oil Corporation were to remain in existence as 
active operating concerns, the Spangler cases apparently will afford the 
Tax Court an occasion to consider the status of a typical split-off distribu- 
tion under section 112(b) (3). 


CONCLUSION 


While the writer believes the better view to be that split-off distribu- 
tions to stockholders are tax-free under section 112(b) (3), the issue is an 
uncomfortably close one, and the risk of an adverse court decision is too 
great to justify use of this form of reorganization if it can be avoided. 


8¢ Dkt. No. 24452. 
87 Dkt. No. 24603. 
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This problem does not arise, of course, if the original corporation is to 
retain the stock of the new corporation. 

If the new stock is to be distributed to stockholders, the mechanism of 
the split-up is available. One of the prior objections to split-ups has been 
eliminated by the provision of the new excess profits tax law allowing the 
new corporations the pro rata use of the original corporation’s base period 
earnings experience in computing their excess profits credits under the 
average earnings method.** There still are, however, other objections to 
split-ups, including the possible loss of valuable charter, franchise, con- 
tract, and tax rights and the difficulty of transferring other rights of the 
original corporation. 

Regardless of the outcome of the Spangler or other cases in the courts, 
it seems clear that the exchange test applied by the Congress against 
spin-offs in 1934, and as a matter of construction extended by the Treas- 
ury to split-offs, has been outmoded by the Gregory and other decisions. 
There appears to be no reason now why sflit-ups should be favored by the 
tax statute. 

The Treasury has given no sign that it is contemplating a retreat from 
its position as to split-offs. It is believed, however, that the Congress 
ultimately will accord favorable tax treatment to them in the event the 
Treasury and the courts do not, and that such Congressional action will 
apply to spin-offs as well. 

88 .R.C. §461(a) (1) (E). See H. R. Rep. No. 3142, 81st Cong., 2d Sess. 29, 64 (1950) ; 
Sen. Rep. No. 2676, 81st Cong., 2d Sess. 37 (1950) ; and Summary of H. R. 9827, “The 


Excess Profits Tax Act of 1950,” as Agreed to by the Conferees, 23 (1950), prepared 
by the Staff of the Joint Committee on Internal Revenue Taxation. 














Borrowed Capital For Excess Profits Tax 
Purposes 


WESTON VERNON, JR. anp ROBERT T. MOLLOY 
STATUTORY DEFINITIONS 


Current Law, Section 439(b) (1). The Excess Profits Tax Act of 1950, 
as have all preceding Acts imposing excess profits taxation,’ distinguishes 
sharply between equity invested capital ? and borrowed invested capital.* 
Under current law it is necessary, for a variety of purposes, for all cor- 
porate taxpayers whether computing their excess profits tax credits on 
average base period net income * or on invested capital, to determine 
whether any “borrowed capital” * was present at any time during specified 
periods and to what extent. 

Borrowed capital * is defined succinctly enough in the statute as 


The amount of the outstanding indebtedness (not including interest) of the 
taxpayer, incurred in good faith for the purposes of the business, which is 
evidenced by a bond, note, bill of exchange, debenture, certificate of indebted- 
ness, mortgage, deed of trust, bank loan agreement or conditional sales con- 
tract. 


WESTON VERNON, JR. is a member of the New York and District of Columbia Bars, 
Chairman of the Executive Committee of the New York State Bar Association, a 
member of the Advisory Board of the Tax Law Review, and a partner of Milbank, 
Tweed, Hope & Hadley, New York City. 

Rosert T. Motioy (B.S.S., City College; LL.B., Yale University; Rhodes Scholar, 
1939) is a member of the New York Bar and contributor to legal periodicals. 

1 Revenue Act of March 3, 1917, tit. II, Sec. 202; Revenue Act of October 3, 1917, 
tit. II, Sec. 207; Revenue Acts of 1918 and 1921, tit. III, Part V; I.R.C. §719(a) (1). 
21.R.C. §437 (net asset method); I.R.C. §458 (historical invested capital method). 

8 T.R.C. §439. 

4#I.R.C. §435. Even under the average base period net income method it is necessary 
to compute net capital additions and reductions. I.R.C. §§435(a)(1)(C), (£), (g). 

5In computing a taxpayer’s invested capital credit, 75% of the daily borrowed capital 
(I.R.C. §458(c), historical invested capital method) is allowable, or 75% of average 
borrowed capital (I.R.C. §437(b)(2)(C), net asset method). 

® Defined in I.R.C. §439. 

7I.R.C. §439(b) (1). Subsections 439(b) (2), (3) and (4) are applicable respectively to 
such specialized types of taxpayers as insurance companies, except a mutual insurance 
company other than life or marine (Reg. 130, Sec. 40.439-1(a)(2)), life insurance com- 
panies, and face-amount certificate companies, as defined in the Investment Company 
Act of 1940, Sec. 4(1) (15 U.S.C. §80a-4). In computing average base period net in- 
come, special adjustments must be made to exclude from normal tax net income, income 
derived from the retirement of any “bond, debenture, note, or certificate or other evi- 
dence of indebtedness.” I.R.C. §433(b) (3). Cf. also §433(b) (4). 
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The statute further provides that a mortgage or other lien on property 
of the taxpayer, whether or not the payment of such mortgage or lien has 
been assumed by the taxpayer, is to be deemed an indebtedness of the 
taxpayer. 

World War II Law, Section 719(a)(1). The foregoing definition of 
borrowed capital is to be compared with the definition of that term con- 
tained in the World War II legislation which provided that 


. . . borrowed capital . . . shall be . .. . The amount of the outstanding 
indebtedness (not including interest) of the taxpayer which is evidenced by 
a bond, note, bill of exchange, debenture, certificate of indebtedness, mort- 
gage, or deed of trust, ... .° 


The express statutory requirement in the 1950 Act that the indebted- 
ness has been “incurred in good faith for the purposes of the business,” ° 
would not seem to be a substantial change over the earlier law, since a 
similar proviso had been spelled out in the regulations.*® So also the 1950 
Act’s specific qualification ** as indebtedness of assumed or unassumed 
loans constituting liens upon the taxpayer’s property, serves merely to 
translate a rule formerly laid down by regulation ** into one with express 
statutory sanction. The only substantive change ** made by the 1950 Act 


8T.R.C. §719(a)(1). A similar, though somewhat broader, definition contained in 
section 783(d) provided: “the term ‘indebtedness’ means any indebtedness of the taxpayer 
or for which the taxpayer is liable evidenced by a bond, note, debenture, bill of exchange, 
certificate, or other evidence of indebtedness, mortgage, or deed of trust.” The admin- 
istrative and judicial construction of these two sections has been very close. 

9 “However, your committee’s bill limits the amount to be considered as borrowed 
capital to outstanding indebtedness ‘incurred in good faith for the purposes of the busi- 
ness.’ No such limitation was contained in the House bill although the report of the 
House committee indicated that it was intended to limit indebtedness treated as borrowed 
capital to indebtedness ‘employed in the trade or business.’” SEN. Rep. No. 2679, 81st 
Cong., 2d Sess. 10(c) (1950). 

10“TIn order for any indebtedness to be included in borrowed capital it must be bona 
fide. It must be one incurred for business reasons and not merely to increase the excess 
profits credit.” Reg. 112, Sec. 35.719-1. 

11“In the case of property of the taxpayer subject to a mortgage or other lien, the 
amount of indebtedness secured by such mortgage or lien shall be considered as an 
indebtedness of the taxpayer whether or not the taxpayer assumed or agreed to pay such 
indebtedness, ... .” I.R.C. §439(b) (1). 

12 “Borrowed capital is defined to mean: (a) Outstanding indebtedness (other than 
interest, but including indebtedness assumed or to which the taxpayer’s property is 
subject) of the taxpayer... .” Reg. 112, Sec. 35.719-1. 

13 The term “conditional sales contract” was added by the House Ways and Means 
Committee because “Such contracts are in reality a form of borrowing which have been 
used extensively and your committee believes that their omission from the definitions of 
borrowed capital would work a hardship on taxpayers borrowing substantial amounts in 
this manner.” H. R. Rep. No. 3142, 81st Cong., 2d Sess. 10 (1950). “Bank loan agree- 
ment” was added by the Senate Finance Committee, Sen. Rep. No. 2679, 81st Cong., 
2d Sess. 10 (1950). See also Summary of H. R. 9827 “The Excess Profits Tax Act of 
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is the addition of “bank loan agreement, or conditional sales contract” 
to the list of qualified documents which may evidence borrowed capital. 

World War I Law, Section 325(a). The definition of borrowed capital 
in the World War I excess profits tax law was considerably briefer. The 
Revenue Act of March 3, 1917 referred simply to “money or other prop- 
erty borrowed,” ** while the Revenue Act of October 3, 1917 was but little 
more specific in referring to “. . . bonds (other than obligations of the 
United States), . . . money or other property borrowed.” ** Borrowed 
capital under the Revenue Acts of 1918 and 1921 was defined as “money 
or other property borrowed, whether represented by bonds, notes, open 
accounts, or otherwise.” *° 

The definition of borrowed capital is thus seen to have been broader 
under World War I excess profits tax legislation than under subsequent 
laws. The results, however, were less favorable to the taxpayer since 
equity capital then alone constituted invested capital, no credit generally 
being allowed on account of borrowed capital. 

The Definitional Problem Remains Acute. Although the statutory 
definition of “borrowed capital” has become progressively more elaborate, 
the content of that term has not become increasingly clear. Indeed, although 
most of the varied evidences of indebtedness listed in the excess profits 
tax statute—in particular, bonds, notes, debentures, and certificates of 
indebtedness—have long been employed in numerous other sections of 
the Code,” the precise extent to which the judicial construction of these 
terms as so used in other sections of the Code may fairly be deemed to 
illumine section 439(b)(1), remains highly conjectural.** Decisions 
under section 719(a) (1) of the World War II legislation, however, would 
in general seem fully applicable under current law (except where relating 
to bank loan agreements or to conditional sales contracts) and hence merit 
careful attention. 

To qualify as borrowed capital under current law, every obligation must 
meet two statutory requirements: ** (1) it must constitute an “outstand- 
ing indebtedness,” and (2) it must be evidenced by one of nine specified 
types of debt instrument. 


1950” as Agreed to by the Conferees, 6(c) (1950), prepared by the Staff of the Joint 
Committee on Internal Revenue Taxation. 

14 Sec. 202. 

15 Revenue Act of October 3, 1917, Sec. 207. 

16 Revenue Acts of 1918 and 1921, Sec. 325(a). 

17In particular, I.R.C. §§22(b) (9), 23(k) (3), 27(a) (4), 112(b) (1), 117(f), 125(d) 
and 1801. 

18 Cf., Economy Savings & Loan Co., 5 T.C. 543, 550 (1945) (Issue 4) Acq., 1945 
Cum. Butt. 3, modified on other issues, 158 F.2d 472 (6th Cir. 1946). 

19 Pendleton & Arto, Inc., 8 T.C. 1302, 1309 (1947); Canister Co., 7 T.C. 967, 973 
(1946) (Issue 1), aff'd, 164 F.2d 579, 581 (3d Cir. 1948), cert. denied, 333 U.S. 874 
(1948) (T). : 
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OUTSTANDING INDEBTEDNESS 


Debt. The first requisite *° for qualification as borrowed capital is that 
a debtor-creditor relationship exist between the taxpayer and another 
party with respect to the amount in question. Every indebtedness, as the 
Supreme Court has observed,” constitutes an obligation, but not every 
obligation is necessarily an indebtedness. Hence, it becomes necessary 
to distinguish between the two categories. Indebtedness for tax purposes 
“implies an unconditional obligation to pay,” ** or more concretely “an 
unconditional and legally enforceable obligation for the payment of 
money.” ** In main, it may be said that an obligation which constitutes 
an indebtedness for the purpose of section 23(b), authorizing the deduc- 
tion of interest in the computation of net income, also qualifies as an 
“indebtedness” for excess profits tax purposes.** 


20 William A. Higgins & Co., 4 T.C. 1033, 1042-1043 (1945); Canister Co., note 19 
supra; Gould & Eberhardt, Inc., 9 T.C. 455, 463 (1947); C. L. Downey & Co., 10 T.C. 
837, 839-840 (1948), aff'd, 172 F.2d 810 (8th Cir. 1949); Wes*ern Cartridge Co., 11 
T.C. 246, 266 (1948) Acq., 1950-2 Cum. BuLL. 

21 Deputy v. DuPont, 308 U.S. 488, 497 (1940). 

22C. L. Downey Co., 10 T.C. 837, 839 (1948) (I.R.C. §719(a)(1)). 

23 Autenreith v. Comm’r, 115 F.2d 856, 858 (3d Cir. 1940) (I.R.C. §23(b)). “The term 
‘indebtedness’ as used in the Revenue Act [Revenue Act of 1921, Sec. 214(a)(2)] im- 
plies an unconditional obligation to pay.” (Gilman v. Comm’r, 53 F.2d 47, 50 (8th Cir. 
1931) ) “ ‘Indebtedness’ as used in the revenue acts has been properly defined as some- 
thing owed in money which one is unconditionally obligated or bound to pay, the pay- 
ment of which is enforceable.’ (Comm’r v. Park, 113 F.2d 352, 354 (3d Cir. 1940); 
I.R.C. §23(b)) See also Johnson v. Comm’r, 108 F.2d 104 (8th Cir. 1940). 

A more liberal view was taken in Comm’r v. Tennessee Co., 111 F.2d 678, 679-680 
(3d Cir. 1940) (Revenue Act of 1934, Sec. 351(b)(2)(B)). “If anything is well settled 
it is that the term ‘indebtedness,’ when used in a statute, lacks the fixed impact of a 
word of art. Its meaning may be either broad or narrow. . . . ‘Indebtedness,’ accordingly, 
may comprehend a contingent liability. If used in the liberal sense, it does; if used in 
the strict sense, it does not. As is to be expected, the only possible criterion of choice 
between these two conflicting interpretations of the word is the aim of the enactment 
which employs it.” 

This conflict has carried over into the interpretation of the term “outstanding indebted- 
ness” for excess profits tax purposes. Player Realty Co., 9 T.C. 215, 218 (1947); 
Bernard Realty Co. v. United States, 92 F.Supp. 805 (E.D. Wis. 1950), appeal (G) 
authorized. In main, the narrow interpretation has been adopted with but occasional excep- 
tions, such as Bernard Realty Co., supra, and Brewster Shirt Corp. v. Comm’r, 159 F.2d 
227 (2d Cir. 1947), reversing Brewster Shirt Corp., P-H T.C. Mem. Dec. (45,272. 

24 The leading case on this point, however, repeatedly cited in excess profits tax cases, 
arose under Revenue Act of 1938, Sec. 27(a) (4). Aetna Oil Co. v. Glenn, 53 F.Supp. 
961, 964 (W. D. Ky. 1944). Indebtedness is there defined as including “the essential ele- 
ments of the existence of an actual liability which must in all events be payable either at 
that time or at some future time; in other words, an unconditional obligation to pay.” This 
decision in its turn rests on the Park and Gilman cases, note 23 supra. 

As to applicability of the section 23(b) test for excess profits tax purposes, sce Lee 
Wilson & Co., 7 TCM 12, 18 (1948) (Issue 5); Swoby Corp., 9 T.C. 887, 895 (1947) ; 
1432 Broadway Corp., 4 T.C. 1158, 1167 (1945) (Issue 2), aff'd per curiam on section 
23(b) issue, 160 F.2d 885 (2d Cir. 1947). 
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Outstanding. The second requirement is that the particular indebted- 
ness must be actually outstanding. This seems to involve the concept that 
the taxpayer will in all likelihood some day be called upon to pay the 
amount. A taxpayer secondarily liable to a bank on a mortgage how- 
ever, may include nothing in borrowed capital where the value of the 
property securing the primary obligor’s debt “was worth not less than the 
amount” of such debt.*® Such secondary liability is not deemed to con- 
stitute an outstanding indebtedness of the surety.”® 

A similar rule is applicable to all secondary or merely potential liability. 
In Fraser-Smith Co.,"" a taxpayer on shipping grain to a buyer cus- 
tomarily drew a sight draft on the buyer payable to the order of the 
drawer’s bank for 90 to 100% of the purchase price. This draft, plus 
the bill of lading endorsed in blank and an ordinary deposit slip, were 
delivered by taxpayer to its bank, which thereupon credited the vendor’s 
account with the face amount of the sight draft. Until such time as the 
sight draft was presented to and paid by the drawee, the drawer was, of 
course, liable to repay the bank the money credited to its account by reason 
of such sight draft.** This liability, however, was looked upon as merely 
secondary or contingent; therefore nothing was includible as borrowed 
capital because of the requirement that an indebtedness must be actually 
outstanding. 

Another facet of the same problem was presented in William A. Higgins 
& Co., Inc.,”° where the taxpayer arranged with a New York bank for 
the issuance of irrevocable letters of credit with which to effect the pur- 
chase of merchandise abroad. After a contract of sale had been executed 
in New York between taxpayer (the buyer) and an agent of the foreign 
seller, the taxpayer-buyer procured a letter of credit from the bank in the 
seller's favor for 95% of the specified purchase price. Upon the delivery 
of the goods by the seller to a carrier, a 90-day sight draft was drawn on 
the New York bank by the seller who negotiated the sight draft supported 


25 Crystal Amusement Co., P-H T.C. Mem. Dec. 50,023 (Issue 2). 

26 Yet it should be noted that: “Outstanding indebtedness . . . includes indebtedness 
assumed or to which the taxpayer’s property is subject.” Lee Wilson & Co., note 24 supra; 
Reg. 109, Sec. 30.719-1; Reg. 112, Sec. 35.719-1; Reg. 130, Sec. 40.439-1(c); I.R.C. 
§439(b) (1). This represents a very distinct advance over the quibble-producing 1917 
Act (cf. United States v. Stahley Land & Livestock Co., Inc., 43 F.2d 366 (C. D. Wyo. 
1930) ), and accords fully with the rule in Crane v. Comm’r, 331 U.S. 1 (1947). 

2714 T.C. 892 (1950). 

28 An actual liability of the drawer to the payee or holder would appear under UNIFoRM 
NEGOTIABLE INSTRUMENTS LAw §61 (NEw York NEGOTIABLE INSTRUMENTS Law §111), 
which codified the law merchant on this point, to be subject to the condition precedent that 
the bill be presented to the drawee for acceptance, that the bill be dishonored, and that 
“the necessary proceedings on dishonor be duly taken.” 

294 T.C. 1033 (1945) Acq., 1945 Cum. Butt. 4. 
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by the bill of lading made out to the bank’s order, commercial and con- 
sular invoices, and weight certificates with its own local bank, which 
forwarded them to the New York bank which had issued the original 
letter of credit. Upon presentation, the draft was accepted by the tax- 
payer-buyer’s bank in New York, which forwarded the shipping docu- 
ments plus trust receipts covering the merchandise to the taxpayer-buyer, 
who retained the documents necessary to enable it to secure possession 
of the merchandise and returned the executed trust receipts to its bank as 
security. 

On the basis of the foregoing facts, it was held that prior to acceptance 
by the taxpayer-buyer’s New York bank of the seller’s 90-day sight drafts, 
no indebtedness was outstanding against the taxpayer-buyer. A mere 
potential liability under the bank letter of credit arrangement was deemed 
to exist, even though the letters of credit were absolute and uncondi- 
tional, being quite unaffected by the terms of any contract between tax- 
payer-buyer and seller. Unless drafts were in fact drawn during the 
period the letter of credit arrangement was in force, the taxpayer-buyer’s 
only obligation was to pay the bank its charges for the issuance of the 
letters. Upon the New York bank’s acceptance of the seller’s 90-day sight 
draft, however, an outstanding indebtedness arose, which thereupon con- 
stituted part of the taxpayer-buyer’s borrowed capital. Although the bank 
after acceptance was directly liable to the foreign seller,*° the domestic 
taxpayer-buyer was in turn liable to the accepting bank. It was, there- 
fore, held that the taxpayer-buyer, not its New York bank, was primarily 
and ultimately liable for the debt and hence entitled to treat the indebted- 
ness as borrowed capital.” 

Unconditionally Due. Another way of testing “outstanding indebted- 
ness” is through the inquiry as to whether the obligation is uncondi- 
tionally due.*? Where the taxpayer’s liability is secondary or merely 
potential, this basic requirement is absent. Thus, where a taxpayer en- 
gaged in production under war contracts receives advance payments from 
the Government, these sums do not constitute an outstanding indebted- 
ness of the taxpayer.** Even where the Government’s advances are secured 


80 UnirorM NEGOTIABLE INSTRUMENTS Law §127 (New York NEGOTIABLE INSTRU- 
MENTS Law §211) provides in part that “the drawee is not liable on the bill unless and 
until he accepts the same.” A similar view that a bill of exchange constitutes an indebted- 
ness of the drawee for tax purposes only after acceptance is expressly taken in sec- 
tion 27(a) (4). 

814 T.C. 1033, 1044, 

82 Notes 22 and 23 supra. 

88 Canister Co., 7 T.C. 967 (1946), aff'd, 164 F.2d 579 (3d Cir. 1948), cert. denied, 
333 U.S. 874 (1948) (T); West Construction Co. 7 T.C. 974 (1946); Gould & 
Eberhardt, Inc., 9 T.C. 455 (1947). Nor are the “indebtedness” requirements of sec- 
tion 783(d) met where the taxpayer repays to the Government advarces made under 
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by a corporate surety bond under which the taxpayer is ultimately liable, 
this obligation does not constitute borrowed capital.** No sum is uncon- 
ditionally due, since the surety bond becomes void upon the due discharge 
of the taxpayer’s duty to perform the war production contracts. For 
similar reasons $28,000 secured through a local chamber of commerce to 
help induce taxpayer to locate in the area, does not constitute an “out- 
standing indebtedness” of the borrower where the note evidencing the 
obligation would become void if the taxpayer should pay out $500,000 
in wages within seven and a half years.** 

Uncertainties arising from ability to pay when the presence of such 
ability is an express condition precedent to the ripening of the obligor’s 
duty to pay, may likewise serve to disqualify an obligation from treatment 
as borrowed capital. Thus, an obligation to pay the specific “sum of 
67,657.75 U. S. Dollars . . . when this Company is in a position to do 
so” does not constitute an “indebtedness” ** within the meaning of the 
excess profits tax statute, since the promise to pay is not an unconditional 
one. 

Not Including Interest. A third limitation upon the qualification of 
indebtedness as borrowed capital is imposed by the parenthetical statutory 
exclusion *’ of debt representing interest. This exclusion is, of course, 
traceable to the specialized treatment afforded interest for excess profits 
tax purposes. To allow a reduction of excess profits tax net income for 
the full amount of interest paid in addition to a further credit for borrowed 
capital, would permit a duplication of deductions to the extent borrowed 
capital represented interest charges. To avoid this doubling up of credits 
for the same basic item, an outstanding indebtedness arising out of or 
attributable to interest cannot qualify as borrowed capital. 

A leading case on the question as to when a separate instrument issued 
on account of accrued but unpaid interest retains its nature as interest is 


war production contracts. Gould & Eberhardt, Inc., supra; Western Cartridge Co., 11 
T.C. 246, 264-266 (1948). A taxpayer engaged in war work under the same type of 
Government contract is entitled to a borrowed capital credit, however, where necessary 
working capital is secured from banks secured by assignments of taxpayer's right to 
receive contract payments from the Government. Brann & Stuart Co., 9 T.C. 614 (1947) 
Acq., 1948—2 Cum. Butt. 1; McDonnell Aircraft Corp., 16 T.C. No. 25 (1951). This 
vast difference in the tax treatment of taxpayers engaged in completely parallel lines 
of endeavor, although logical under a narrow interpretation of the statute, appears in- 
defensible from any functional approach to the taxation of excess profits defined in terms 
of net earnings over a fixed percentage return on all capital genuinely employed in 
the business. 

84 Canister Co., note 33 supra. 

35 C, L. Downey Co., 10 T.C. 837 (1948), aff’d, 172 F.2d 810 (8th Cir. 1949). 

86 Ciro of Bond Street, Inc., 11 T.C. 188, 190 (1948). 

87“The amount of the outstanding indebtedness (not including interest) of the tax- 
payer... .” IR.C, §439(b) (1). Jbid. at §719(a) (1). 
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Palm Beach Trust Co.** This case involved sums received by the tax- 
payer from the sale of 2% certificates of indebtedness issued by the City 
of Miami, upon a refunding of that City’s defaulted bonds, to evidence 
the past due but unpaid interest accrued on the original bonds, or un- 
cancelled but postponed interest due on the new refunding bonds for 
which the old bonds had been exchanged. The entire sum received by 
taxpayer on the sale of these certificates of indebtedness was held to 
retain its character as tax-exempt interest against the Commissioner’s 
contention that the excess of sale price over the fair market value of the 
certificates when acquired by taxpayer constituted capital gain. 

The rule of this decision under section 22(b) (4) has been carried over 
to decisions under the excess profits tax sections of the Code.*® Thus, 
scrip issued during a reorganization to bondholders on account of six 
years’ past due interest, retains its character as interest and serves to 
disqualify the indebtedness so evidenced as borrowed capital.*° Similarly 
disqualified are certificates of indebtedness issued to compensate for a 
reduction in interest rate for later years not yet due.** 

Of the Taxpayer. The requirement that an obligation to constitute 
indebtedness must be that of the taxpayer upon whom the primary and 
ultimate duty to pay must rest, is just another aspect of the requirement 
that a debt be actually outstanding. Thus, where the primary and ulti- 
mate duty to pay an indebtedness of the taxpayer is assumed by another, 
the amount of such obligation ceases to constitute an indebtedness—and 
hence borrowed capital—of the taxpayer.*? For example, in Player Realty 
Co.* taxpayer, a real estate development corporation engaged in con- 
structing and selling houses, raised working capital by means of a blanket 
mortgage supplemented by individual deeds of trust on each house erected. 





389 T.C. 1060 (1947) Acq., 1948—1 Cum. Butt. 3, on appeal (T) on other issues, 
aff'd in part and rev'd in part, per curiam, Palm Beach Trust Co. v. Comm’r, 174 F.2d 
527 (D.C. Cir. 1949), cert. denied, 338 U.S. 825 (1949) (T). 

89 Although the decided cases arose under I.R.C. §719(a)(1), these decisions (notes 
40 and 41 infra) are fully applicable to I.R.C. §439(b) (1). 

40 McKinney Manufacturing Co., 10 T.C. 135, 138 (1948) (Issue 2 in text of deci- 
sion but numbered 1 in case headnote). 

41 Columbia, Newberry & Laurens Railroad Co., 14 T.C. 154 (1950). It has even 
been indicated that a debt disqualified as borrowed invested capital by reason of having 
arisen out of an unpaid claim for interest, may not be transformed into equity invested 
capital by reason of its “tainted” origin. Walsh Holyoke Steam Boiler Wks. v. Comm’, 
160 F.2d 185, 187 n. 1 (1st Cir. 1947). 

42 “Tf indebtedness of the taxpayer is assumed by another person it ceases to be bor- 
rowed capital of the taxpayer. For such purpose an assumption of indebtedness includes 
the receipt of property subject to indebtedness.” Reg. 130, Sec. 40.439-1(c), identical 
with Reg. 112, Sec. 35.719-1. 

439 T.C. 215, 219 (1947) upholding the validity of the World War II regulation 
quoted in note 42 supra. 
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On the sale of each house and lot the buyer specifically assumed taxpayer’s 
mortgage on that particular property. Upon such assumption by the 
buyer, the amount of debt so assumed ceased to constitute part of the 
vendor’s borrowed capital, since his liability to the lender became second- 
ary. The regulations ** prescribe a like rule even where the buyer does 
not specifically assume payment of the mortgage but simply receives the 
property subject to such an indebtedness. 

The guarantee by another of a debt owed by taxpayer does not, how- 
ever, serve to remove the amount so guaranteed from the outstanding 
indebtedness of the borrower, since taxpayer still remains primarily and 
ultimately liable. Thus, sums borrowed from banks under so-called V- 
Loan arrangements where repayment of 90% of the amount lent tax- 
payer (engaged in production under war contracts) was guaranteed by 
the local Federal Reserve Bank, still qualified as borrowed capital.*® As 
noted previously,** methods of financing war construction and production 
involving advances by the Government of moneys yet to be earned under 
war contracts with the taxpayer, did not create an “indebtedness” for 
excess profits tax purposes even though repayment of the sums advanced 
was actually effected. And where repayment merely could be required 
if the obligation was not discharged by deliveries under the war produc- 
tion contracts, no sum was deemed to be unconditionally due. 

The requirement that an indebtedness be that of “the taxpayer” is 
satisfied by a partner’s ultimate liability for the debts of the partnership 
of which he is a member,** even though partnership creditors must nor- 
mally look first to partnership assets before proceeding against the sepa- 
rate assets of the individual partners. Thus, where a corporation holds a 
90% interest in a partnership, it may include in borrowed capital 90% 
of the partnership’s outstanding indebtedness, provided such indebtedness 
is evidenced by an instrument described in the statute.** 

Incurred in Good Faith for Purposes of the Business. In addition to all 
of the foregoing requirements, indebtedness must have been “incurred 
in good faith for the purposes of the business,” *° in order to qualify as 


44 Note 42 supra. 

45 McDonnell Aircraft Corp., 16 T.C. No. 25 (1951). See also Brann & Stuart Co., 
T.C. 614 (1947) Acq., 1948-2 Cum. Butt. 1. 

46 Notes 33-34 supra. 

47 Lee Wilson & Co., 7 TCM 12, 17 (1948) (Issue 4). 

48 Tdem., 

49I.R.C. §439(b)(1). This same requirement applies to equity invested capital. 
I.LR.C. §437(c). This preoccupation with the bona fides of the capital invested which 
must be actually employed in the business is of long standing. The original Act of 
March 3, 1917, for example, allowed an excess profits tax credit of 8% “of the actual 
capital invested” (Sec. 201) which, in turn, was defined as “(1) actual cash paid in, 


oO 
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borrowed capital for excess profits tax purposes. Obligations may con- 
stitute “indebtedness” though contracted neither for money nor money’s 
worth,” but it would appear difficult for such debts to constitute “bor- 
rowed capital” in view of the statutory requirements concerning the 
origins and purposes of the debt. These requirements, written into the 
Excess Profits Tax Act of 1950, had been imported into the World 
War II Act via the regulations.” 

Bona Fide. The unfortunate consequences attendant upon unnecessary 
statutory proliferation are well illustrated by the judicial treatment 
afforded the qualifying phrase “good faith.” In main, the courts have 
either confused this with the succeeding words “for purposes of the busi- 
ness,” or ignored the requirement entirely. In essence, a bona fide in- 
debtedness is simply a valid monetary obligation enforceable against the 
obligor in contrast to a sham or fictitious debt. The “good faith” test of 
the excess profits tax statute does not extend beyond the simple meaning 
of “real,” “true” or “actual.” A “debt” by very definition must be both 
real and outstanding. The addition of such words as “outstanding” and 
“incurred in good faith” would seem to add nothing to the basic concept 
of the single word “debt.” In view, however, of the presence of such 
words in the statute, the courts are constrained to find further meaning 
where none in fact exists, and a confusing intermingling of requirements 
on occasion results. 

For the Purposes of the Business. In language redolent of Gregory v. 
Helvering, the Government © and the courts ** have not unreasonably 
held that an outstanding indebtedne’s to qualify as “borrowed capital” 
“must be one incurred for business reasons and not merely to increase 
excess profits tax credit.” 

The business purpose test, however, is not confined simply to disallow- 
ing a borrowed capital credit for debt incurred solely for tax reasons. 
The courts have in fact equated this test with “independent corporate 
business purpose.” Thus a debt, however real and however evidenced, 
does not qualify where incurred by the corporation for the benefit of its 


(2) the actual cash value, at the time of payment of assets other than cash paid in, 
and (3) paid in or earned surplus and undivided profits used or employed in the busi- 
ness.” (Sec. 202). 

50 Comm’r v. Park, 113 F.2d 352, 354 (3d Cir. 1940); Preston v. Comm’r, 132 F.2d 
763, 765 (2d Cir. 1942), reversing on this point, William P. T. Preston, 44 B.T.A. 973, 
976-978 (1941). 

51 Reg. 112, Sec. 35.719-1, identical with Reg. 130, Sec. 40.439-1(d). 

52 Idem, 

58 Hart-Bartlett-Sturtevant Grain Co., 12 T.C. 760, 768-769 (1949), aff'd, 182 F.2d 
153 (8th Cir. 1950); Mahoney Motor Co., 15 T.C. 118, 126 (1950), appeal (T), 8th 
Cir., Nov. 8, 1950. 
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individual stockholders. In Emeloid Co., Inc.,°* a borrowed capital credit 
was therefore denied for bank loans incurred to finance single premium 
life insurance policies taken out by the corporate taxpayer on the respec- 
tive lives of its only two stockholders. Collateral agreements whereby the 
insurance on the life of the stockholder first to die was to be devoted to 
the purchase from his estate of his corporate stock, were held to indicate 
that the loans had not been contracted for business reasons. In a per- 
spicacious opinion by Judge Arundell, the bona fides, i.e., the reality, of 
the loan was not attacked. Decision rather was properly rested upon the 
fact that since the proceeds of the policies would never accrue to the cor- 
poration as working capital, going rather to the estate of the first to die, 
the indebtedness in question had not been incurred “for reasons of the 
business.’”’ Where such an arrangement is necessary to prevent forced 
liquidation of the corporate enterprise to enable the estate of the stock- 
holder first to die to raise cash for federal and state inheritance and estate 
taxes, a question arises whether in fact the arrangement may not properly 
have been embarked upon “for reasons of the business.” 

The business purpose requirement inheres in the fundamental concept 
of taxing excess profits. This special levy is designed to reach earnings 
which exceed those accruing in more normal times. Under one alter- 
native normal profits are defined in terms of a fixed percentage return on 
capital invested in and used for the purposes of the business.** To the 
extent capital is present but not actually employed in the taxpayer’s busi- 
ness, no exemption from excess profits taxation should accrue therefrom.® 
It is thus not sufficient that the indebtedness merely constitute borrowed 
capital; for excess profits tax purposes, a debt must qualify as borrowed 
invested capital.” 

Quite properly, greater judicial emphasis has been placed upon the 
phrase “for the purposes of the business,” than upon the tautological words 
“bona fide.” In considering the phrase “for the purposes of the busi- 
ness,” “the business” has been taken to mean the taxpayer’s principal 
pre-war lines of endeavor. It does not appear sufficient in all cases merely 
that the borrowings result in the production of taxable income,” or even 


5414 T.C. 1295 (1950), appeal (T), 3d Cir., Oct. 13, 1950. 

55T.R.C. §§436, 437, 458. 

56 West Construction Co., 7 T.C. 974, 978 (1946) ; Player Realty Co., 9 T.C. 215, 218 
(1947) ; Gould & Eberhardt, Inc., 9 T.C. 455, 462 (1947) ; Hart-Bartlett-Sturtevant Grain 
Co., 12 T.C. 760, 769 (1949). 

57 “We note that the statute does not provide for a credit based on a taxpayer’s total 
asset value, but only upon invested capital. And while the sums borrowed by petitioner 
do constitute borrowed capital they do not constitute borrowed invested capital.” Hart- 
Bartlett-Sturtevant Grain Co. v. Comm’r, 182 F.2d 153, 158 (8th Cir. 1950). 

58 Globe Mortgage Co., 14 T.C. 192 (1950) Acq., 1950-1 Cum. Butt. 2. In Mahoney 








390 TAX LAW REVIEW [Vol. 6: 


be employed usefully by the corporate enterprise.°® The use of borrowed 
moneys must be necessary, even essential,®° if such debt is to constitute 
borrowed capital. 

These major propositions are illuminated by the specific, factual 
nexuses in cases in which the courts have stated them. Thus, a mid- 
western grain elevator corporation,” borrowing large sums from com- 
mercial banks to finance the purchase of United States bonds during war 
loan drives, has been denied a borrowed capital credit on account of such 
bank loans, which were not deemed to have been procured “for the pur- 
poses of the business.” Similarly, a Ford motor car dealer ** was denied 
a credit on analogous facts. Yet the Globe Mortgage Co.* was allowed 
to include in its borrowed capital the amount of loans incurred with banks 
during World War II to finance the acquisition of Government bonds, 
since it was regularly engaged in the general investment and finance busi- 
ness which embraced investing in general marketable securities, including 
United States bonds. 

A strongly averred desire to create and hold necessary local good-will 
by bond purchases financed through bank ‘loans has been accorded little 
judicial regard where the borrower before the war was not accustomed 
to carry Government bonds on borrowed money, and where repeal ‘of the 
excess profits tax law as of December 31, 1945 was followed by the prompt 
liquidation of taxpayer’s bond holdings and bank balances. Nor was the 
earnest plea of a motor car dealer to acquire sufficient borrowing capacity 
to enable it to expand its post-war operations into the lucrative finance- 
acceptance field, sufficient to qualify wartime borrowings to finance 
United States bond purchases, where such balances were liquidated early 
in 1946 and where taxpayer’s desire of embarking upon this new business 
field was in fact not realized in the post-war period.” 





Motor Co., 15 T.C. 118, 126 (1950), appeal (T), 8th Cir., Nov. 8, 1950, the Tax 
Court denied a borrowed capital credit for bank loans used to finance the purchase of 
Government bonds even though: “We have found that petitioner realized a profit on 
these investments in Government securities in the amount of $4,704.42 net interest profit 
over the interest it paid on the notes and in the amount of $17,647.22 net premium on 
the sale of the securities, making a total net profit of $22,351.64.” The absence of a 
profitable use of the borrowed funds, however, helps to negative the “for the purpose of 
the business” requirement. Hart-Bartlett-Sturtevant Grain Co., 12 T.C., 760, 769-770 
(1949). 

59 Mahoney Motor Co., Hart-Bartlett-Sturtevant Grain Co., note 53 supra. 

80 Globe Mortgage Co., 14 T.C. 192 (1950) Acq. 1950-1 Cum. Butt. 2; Mahoney 
Motor Co., 15 T.C. 118, 128 (1950). 

61 Hart-Bartlett-Sturtevant Grain Co., note 53 supra. 

82 Mahoney Motor Co., note 53 supra. 

83 Note 60 supra. 

84 Note 61 supra. 

85 Note 62 supra. 
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Where, however, taxpayer had engaged in the buying of bonds before 
World War II, even though on a modest scale, a drastic wartime increase 
of such buying financed by bank borrowings was deemed to be “for the 
purposes of the business” where the gradual liquidation of the bond in- 
vestments extended well into 1948.°° The alleged needs of the taxpayer at 
all times to maintain large loan balances with the banks in order to pre- 
serve its borrowing power with them, coupled with a drying-up of the 
mortgage loan field in which taxpayer had been active in the pre-war 
world, were here accepted by the Court at their face value. 

In one instance at least the Tax Court appears to have extended the 
business purpose requirement beyond its true statutory scope. In Kellogg 
Commission Co.®* the customers of taxpayer, engaged in selling seed and 
grain on commission, maintained large credit balances with taxpayer. 
These fluctuating sums, payable on demand and bearing 2% interest, were 
evidenced by notes which were renewed monthly. The Tax Court found 
as a fact that these “. . . credit balances . . . clearly represent bona fide 
indebtedness of the petitioner to its various shippers, . . . .” © A borrowed 
capital credit was nonetheless denied because of the Court’s conclusion 
that “ . . . these notes served no real business purpose, but were ad- 
mittedly issued solely for the purpose of securing a tax advantage.” 
This decision seems unjustified since the statute requires only that the 
indebtedness be “incurred in good faith for the purposes of the business” ; 
it does not require that the form which evidences the debt be chosen in 
good faith or for the purposes of the business. An extension of the 
statutory provisions, plainly applicable only to the nature and purpose of 
the indebtedness itself, to the formal evidences of that indebtedness lacks 
statutory sanction as well as sound policy foundation. 

At the Risks of the Business. Although to disregard capital not em- 
ployed “for the purposes of the business” is in perfect keeping with the 
whole theory of taxing excess profits, many of the cases appear to import 
an additional requirement into the statute. To constitute borrowed capital 
the proceeds of loans must be held “at the risks of the business.’’ ** Where 
a grain elevator corporation or a motor car dealer,”* only during excess 


86 Globe Mortgage Co., note 60 supra. 

87 Jdem. 

68 12 T.C. 182 (1949). 

89 Tbid. at 186. 

70 Tbid. at 187. In Pendleton & Arto, Inc., 8 T.C. 1302, 1309, 1312 (1947) “The peti- 
tioner admits specifically that no note, in the usual form, was executed (until after 
deficiency notice issued—and does not rely on such belated compliance).” The Court 
indicated, while ruling against the claimed invested capital credit on other grounds, that 
this tardy issuance of a note would have been unavailing. 

71 West Construction Co., 7 T.C. 974, 978 (1946). 

72 Note 61 supra. 

78 Note 62 supra. 
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profits tax years, has borrowed large sums from banks with which to 
finance Government bond purchases, the qualification of this bank in- 
debtedness as borrowed capital has been denied on the ground that the 
sums borrowed “were not subject to business risks.” This statement, of 
course, is simply contrary to fact, since all of a debtor’s borrowings, as 
well as his other capital, are at the risks of his business. These bank loans 
were well secured, it is true, the lender running little risk of loss; the 
degree of the lender’s risk, however, is not and should not be an element 
in determining whether any given indebtedness constitutes borrowed 
capital.”* 

Perhaps this requirement may be dismissed as pure dictum since, in 
the cases referred to, the moneys loaned were not in fact employed in 
“the business” of the borrower even though such borrowings were at the 
risk of the taxpayer’s over-all business activities. The multiplication of 
incorrect grounds of decision, however, can only import confusion into an 
already overly complex statute. 


QUALIFIED EVIDENCES OF INDEBTEDNESS 


Statute Narrowly Construed. In addition to qualifying as “outstanding 
indebtedness” of the taxpayer, all loans must meet a second major require- 
ment in order to qualify as borrowed capital. This second requirement, 
essentially formal in nature, prescribes that debt be evidenced by a “bond, 
note, bill of exchange, debenture, certificate of indebtedness, mortgage, 
deed of trust, bank loan agreement, or conditional sales contract.” ™ 
These nine specified types of evidence of debt must be deemed, by the 
weight of authority,”® to exclude all other evidences of indebtedness; it 


74 Under the statute [I.R.C. §§435(£)(1)(B), (£)(5), (g)(4)(E), (g)(7), 438 
(c) (3), (£)] the method by which the taxpayer computes its excess profits tax credit 
may result in excluding from borrowed capital otherwise fully qualified indebtedness. 
To avoid the multiplication of borrowed capital credits without real increases in the 
net borrowed capital risked, “indebtedness,” i.e., daily borrowed capital as defined in 
section 439(b)(1) [§§435(¢) (4), 435(£)(7)], to a member of a controlled group 
[defined in §§435(g¢) (6), 438(e)(2)] computing its excess profits tax credit on the 
income method, must go to reduce capital- additions in the base period of the lender 
[§435(b) (1) (B)], a member of such group. Net capital additions of the taxable year 
must also be reduced by “indebtedness” owing from members of a controlled group 
[§435(g) (4) (E)]. The new capital additions of a borrower, from a member of a con- 
trolled group, computing its excess profits tax credit on the invested capital net asset 
method, is reduced by “so much of the daily borrowed capital for such day as consists 
of outstanding indebtedness to a member of a controlled group.” [§438(f)]. No such 
reduction is required of a borrower computing its excess profits tax credit on the 
historical invested capital basis. 

75 L.R.C. §439(b) (1). 

76 Journal Publishing Co., 3 T.C. 518, 523 (1944); Flint Nortown Theatre Co., 4 
T.C. 536, 538 (1945) ; William A. Higgins & Co., 4 T.C. 1033, 1043 (1945) ; Economy 
Savings & Loan Co., 5 T.C. 543, 550 (1945), modified on appeal (T) on other issues, 
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does not constitute “a valid argument here to say that one has something 
just as good.” ™* The specified types of debt have been afforded a narrow 
judicial construction, the Congressional omission of any such catch-all 
phrase as “any other written evidence of indebtedness” ** being deemed 
highly significant by the judiciary.” 

Common Meanings Adopted. In approaching the problem of defini- 
tion, the authorities generally have not yet, for excess profits tax purposes, 
indulged in the implausible niceties to which resort has been had in con- 
struing some of these same words as employed in other sections of the 


158 F.2d 472 (6th Cir. 1946) ; Consolidated Goldacres Co., 8 T.C. 87, 93 (1947), aff’d, 


165 F.2d 542 (10th Cir. 1947), cert. denied, 334 U.S. 820 (1948) (T); Pendleton & 
Arto, Inc., 8 T.C. 1302, 1312 (1947); Ciro of Bond Street, Inc., 11 T.C. 188 (1948) ; 
Fraser-Smith, 14 T.C. 892 (1950). 

77 Canister Co. v. Comm’r, 164 F.2d 579, 581 (3d Cir. 1948). 

78 This phrase “or other written evidence of indebtedness” was coniained in the House 
Ways and Means Committee Report (H. R. Rep. No. 2894, 78th Cong., 3d Sess. 26, 
1940-2 Cum. Butt. 514) but was not contained in the reports of either the Senate 
Finance Committee (SEN. Rep. No. 2114, 1940-2 Cum. Butt. 539) or the Conference 
Committee (on H. R. No. 3002, 1940-2 Cum. Buty. 555). No changes were made in 
the wording of section 719(a) (1) as written by the Ways and Means Committee. The 
inferences to be drawn from this legislative history are at best admittedly “conflicting.” 
Journal Publishing Co., 3 T.C. 518, 521 (1944). 

The phrase in question was substantially incorporated in section 783(d) and has been 
interpreted as referring “to evidence of indebtedness of the same general character as 
bonds, notes, debentures, bills of exchange, or certificates of indebtedness. Open ac- 
count book entries, invoices, or statements of account are not evidences of indebtedness.” 
Reg. 112, Sec. 35.783-1(d). A similar view has been taken by the Treasury under I.R.C. 
§433(a)(1)(D), (F). Reg. 130, Sec. 40.433(a)-2(e) (“The term ‘other evidence of 
indebtedness’ does not include open book entries.”). 

79 The Tax Court early adopted a rigorously narrow approach to the “evidence of 
indebtedness” question to which it has, in main, consistently adhered where so to do has 
served to defeat the taxpayer. See cases note 76 supra. A broader approach has been 
evidenced where this change of front again has served to defeat the taxpayer. Central 
Station Signals, Inc., 10 T.C. 1015, 1022 (1948), aff'd per curiam on opinion below, 
174 F.2d 479 (2d Cir. 1949). Unexpectedly contra: Economy Savings & Loan Co., 5 
T.C. 543, 550-552 (1945) (Issue 4), modified on other points, 158 F.2d 472 (6th 
Cir. 1946). One of the few occasions upon which the Tax Court held for taxpayer on 
this issue, Ames Trust & Savings Bank, 12 T.C. 770 (1949) Nonacq., 1949-2 Cum. BuLL. 
4, was reversed on appeal (G), 185 F.2d 47 (8th Cir. 1950). See also Farmers & Mer- 
chants Savings Bank, P-—H T.C. Mem. Dec. 750,121, likewise reversed on appeal (G), 
51-1 U.S.T.C. 66,007 (8th Cir. 1951). Almost unique instances where either form or sub- 
stance has been looked to with benefit to the taxpayer on the “evidence of indebtedness” 
issue are to be found in Brewster Shirt Corp. v. Comm’r, 159 F.2d 227 (2d Cir. 1947), 
reversing Brewster Shirt Corp., P-H T.C. Mem. Dec. 45,272, and Bernard Realty Co. v. 
United States, 92 F.Supp. 805 (E.D. Wis. 1950), appeal (G). 

This very one-sided interpretation espoused by the courts constitutes one of the serious 
obstacles to the equitable administration of the “borrowed capital” provisions of the 
excess profits tax law. Even though Bernard Realty Co. should prove ultimately to 
adumbrate a trend toward a more functional post-war approach, a legislative simplifica- 
tion of section 439(b)(1) appears to the authors to be highly desirable. See GENERAL 
CRITICISMS OF THE STATUTE AND ITs INTERPRETATION, infra. 
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Code.*° In main, resort has been had to simple dictionary * or com- 
mercial law * definitions. Litigation, to date, has not yet resulted in 
significant decisions defining bonds or deeds of trust. Both of these terms 
have well-accepted, commercial law meanings, however, which would 
appear fully applicable in this connection. 


NotEs 


Definition. Perhaps the most frequently litigated question relating to 
borrowed capital has been the proper scope and content of the term 
“note.” The regulations ** merely add the adjective “promissory.” The 
cases, however, have been more explicit. 

Concededly,** no particular form is necessary to qualify an instrument 
as a note, provided only the characteristics deemed essential are embodied 
therein. Looking to Bouvier’s and Black’s, the Tax Court has defined 
the essential elements of a note, for excess profits tax purposes, as a 
“written promise to pay a certain sum of money, at a future time uncon- 
ditionally.” *° The more elaborate Negotiable Instruments Law * defini- 
tion of a promissory note is “an unconditional promise in writing made by 
one person to another signed by the maker engaging to pay on demand 
or at a fixed or determinable future time, a sum certain in money ... .” 
has also been approved.*’ For excess profits tax purposes a note need be 
neither negotiable ** nor interest-bearing *° to qualify as borrowed capital. 


80 See Commercial Credit Co. v. Hofferbert, 93 F.Supp. 562 (D.C.Md. 1950) ; General 
Motors Acceptance Corp. v. Higgins, 161 F.2d 593 (2d Cir. 1947), cert. denied, 332 U.S. 
810 (1947) (T), reversing 60 F.Supp. 979 (S.D.N.Y. 1945). Contra: Belden Manufactur- 
ing Co. v. Jarecki, 95 F.Supp. 539 (D.C. Ill. 1951), appeal (G), 7th Cir. All three cases 
were decided under I.R.C. $1801. 

81 Biack’s, Bouvier’s and WesstTeEr’s INTERNATIONAL have been repeatedly looked 
to. Journal Publishing Co., 3 T.C. 518, 523 (1944) ; Consolidated Goldacres Co., 8 T.C. 
87, 93 (1947); Pendleton & Arto, Inc., 8 T.C. 1302, 1312 (1947). 

82 The UnrrorM NEGOTIABLE INSTRUMENTS Law has been the courts’ commonest re- 
sort. Journal Publishing Co., note 81 supra. 

83 Reg. 130, Sec. 40.439-1(a) (1); same as Reg. 112, Sec. 35.719-1(a) on the point. 

84 “The essential elements of a note appear to be the written unconditional promise to 
pay another a certain sum of money at a certain time, or at a time which must certainly 
arrive. No particular form is necessary so long as the instrument embodies these essen- 
tial characteristics.” Aetna Oil Co. v. Glenn, 53 F.Supp. 961, 965 (W.D. Ky. 1944) ; Con- 
solidated Goldacres Co., 8 T.C. 87, 92 (1947), aff'd, 165 F.2d 542 (10th Cir. 1947), cert. 
denied, 334 U.S. 820 (1948) (T). “But a mere promise to pay interest on’ any moneys 
which might be advanced does not constitute a note.” Pendleton & Arto, Inc., 8 TC. 
1302, 1312 (1947). Might such an obligation constitute a “bond” analogous to a British 
consol ? 

85 Note 81 supra. 

86 UniForRM NEGOTIABLE INSTRUMENTS Law §184. 

87 Journal Publishing Co., 3 T.C. 518, 523-524 (1944). 

88 Cf., Economy Savings & Loan Co., 5 T.C. 543, 551-552 (1945), modified on other 
issues on appeal (T), 158 F.2d 472 (6th Cir. 1946). 
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Contracts as Notes. Extensively litigated °° has been the question 
whether a contract may constitute a note for excess profits tax purposes. 
In this connection it should be initially observed that in law every note, 
whether or not negotiable, must perforce constitute a contract, that is, 
the essential elements of a contract must be present, i.e., “an agreement 
voluntarily entered into between competent persons upon legal considera- 
tion on a legal subject matter.’’ ** Not every contract, however, can meet 
the further requirements of a note—an unconditional written promise to 
pay a sum certain in money on demand or at a fixed or determinable future 
date. 

“Bilateralism.” Considerable confusion exists, or at least unnecessary 
and misleading elaborations have appeared, in the cases over the alleged 
distinctions between qualifying bilateral and unilateral contracts as notes. 
The standard doctrine is that bilateral contracts may not so qualify 
whereas unilateral contracts may. An impressive series of cases ** deny 
that sums payable under bilateral contracts, i.e., contracts under which 
both parties have duties to perform, can qualify as notes and hence as 
borrowed capital. These cases are correct only in so far as they involve 
agreements under which the contractual duties of the payee are con- 
ditions either precedent or concurrent to the payor’s duties to make speci- 
fied payments. In such event, no unconditional promise to pay a sum 
certain in money is present.** If the contract does not condition the 
payor’s duty to pay upon the performance of specified acts by the payee 
but, in the event of some breach by the payee, merely gives rise to an 
action on the payor’s part for specific performance or for damages, then, 
of course, it would appear that such a bilateral contract fully meets the 
definition of a promissory note. Whether the promises contained in any 


’ 


89 The Bureau has ruled that section 719(a)(1) “contains no provision which indi- 
cates that the note evidencing the indebtedness must be an interest bearing note.” Special 
ruling, dated Apr. 3, 1941, signed Timothy C. Mooney, Deputy Commissioner, by L. K. 
Sunderlin, Chief of Section (symbols 1T: P: T:2), 413 CCH 6358. Note also accepted 
at face for purpose of computing borrowed capital credit without a discount factor. See 
also Harrow, Borrowed Capital in ProceepiINcs oF New York UNIverSIty FourtTH 
ANNUAL INSTITUTE ON FEDERAL TaAxaTIon 1007, 1011 (1946). 

90 Journal Publishing Co., 3 T.C. 518, 524 (1944) ; Consolidated Goldacres Co., 8 T.C. 
87, 92-93 (1947), aff'd, 165 F.2d 542, 545 (10th Cir. 1947), cert. denied, 334 U.S. 
820 (1948) (T); Frankel & Smith Beauty Depts., Inc.. P-H T.C. Mem. Dec. {[47,187, 
aff'd, 167 F.2d 94 (2d Cir. 1948) ; Brewster Shirt Corp., P-H T.C. Mem. Dec. {[45,272, 
rev'd on another theory, 159 F.2d 227 (2d Cir. 1947); Bernard Realty Co. v. United 
States, 92 F.Supp. 805 (E.D. Wis. 1950), appeal (G) authorized. See also Aetna Oi 
Co. v. Glenn, 53 F.Supp. 961 (W.D. Ky. 1944). 

91 Aetna Oil Co. v. Glenn, 53 F.Supp. 961, 966 (W.D. Ky. 1944). 

®2 Cases cited note 90 supra. 

93 This analysis of the problems is clearly set forth in Brewster Shirt Corp. v. 
Comm’r, 159 F.2d 227, 230 (2d Cir. 1947). 
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bilateral contract are mutually conditional or are independent, of course, 
will often constitute a nice question of construction. 

Those unilateral contracts under which one party has fully performed 
so that nothing on his part remains to be done, concededly constitute notes 
where the obligor’s duties include a promise to pay a sum certain in 
money on or before a fixed or ascertainable date.** Neither the existence 
of other duties on the payor’s part, nor the possibility that sums in addi- 
tion to those fixed may be payable under specified conditions, will dis- 
qualify “the sum certain” from inclusion in the payor’s borrowed capital.*° 
Nor is the payor’s promise to pay rendered conditional by the fact that 
should the payee’s prior performance ultimately be discovered to have 
been illusory, the basic contract itself would be voided. Such a possibility 
inheres in all notes, whether promissory or otherwise, as between the 
original parties and their privies.°* The same is true of the existence of 
valid grounds for set-off or counterclaim by the payor.*’ 

When Must Note Be Outstanding? It would appear from the cases ** 
that for a note which evidences an indebtedness of the taxpayer to con- 
stitute borrowed capital, such instrument must have been validly executed 
and delivered prior to the period for which credit is sought. Just as the 
existence of a mere duty to pay, however absolute, does not constitute a 


94 Cases cited note 90 supra. 

5 “There is nothing further to be done by the payee in order to make the obligation 
a binding one. It is true that it contains other provisions than those required to be 
present in order to constitute a note, but such provisions in no way destroy the existence 
of the essential ones... .” Aetna Oil Co., note 91 supra, at 965. Cf., however, “We 
have some doubt as to the correctness of taxpayer’s basic contention that, for purposes 
of §719(a) (1), any unconditional written obligation, contained in a contract, to pay a 
sum certain is a note.” Frankel & Smith Beauty Depts., Inc. v. Comm’r, 167 F.2d 94, 
96 (2d Cir. 1948). 

96“Eyven in the field of negotiable promissory notes ... the existence of collateral 
promises or obligations on the part of the maker of the note, or even additional rights 
conferred upon the payee by the terms of the instrument, or the failure to include otiier 
elements does not prevent the instrument from being a negotiable note.” Aetna Oil Co. 
y. Glenn, 53 F.Supp. 961, 966 (W.D. Ky. 1944) 

87 These factors serve to render the Court’s reasoning in Pendleton & Arto, Inc., 8 
T.C. 1302, 1312 (1947) and Kellogg Commission Co., 12 T.C. 182, 188 (1949) un- 
convincing. In these two cases a fluctuating debt was evidenced by a note the face 
amount of which was subject to adjustment after reference to the underlying books of 
account. Qualification as “borrowed capital” was denied on the grounds that the books 
of account, not the note, had to be looked to in order to ascertain the true sum due. As 
between the parties, and those in privity with them, this is true even of negotiable instru- 
ments and yet this is not deemed to destroy the essential nature of such a debt instru- 
ment. To hold otherwise solely for excess profits tax purposes appears unwarranted 
either in law or policy. 

98 Kellogg Commission Co., 12 T.C. 182 (1949); Pendleton & Arto, Inc., 8 T.C. 
1302 (1947). 
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“note,” °° so also a covenant of the debtor to execute a promissory note 
upon demand does not constitute a note.” 

Whose Note? An outstanding indebtedness clearly must constitute a 
debt of the taxpayer ** if he is to derive any excess profits tax credit 
therefrom. It has been held,*** however, that an indebtedness may qualify 
as borrowed capital although evidenced by the written obligation of 
another. Although the decided cases have so held only in connection 
with bills of exchange,’® this particular distinction between the debt and 
its evidence is doubtless equally applicable in principle to all other evi- 
dences of indebtedness.** 


BILL oF EXCHANGE 


Definition. A bill of exchange under the law merchant *” was simply 
an order drawn by one person on another to pay a third a certain sum 
of money, absolutely and at all events. The more elaborate Negotiable 
Instruments Law definition,’ confined, of course, to negotiable bills, 
prescribes ‘“‘an unconditional order in writing addressed by one person 
to another, signed by the person giving it, requiring the person to whom 
it is addressed to pay on demand or at a fixed or determinable future time 
a sum certain in money to order or to bearer.” 

A trade acceptance *” is simply a special type of bill of exchange, i.e., 


89 Flint Nortown Theatre Co., 4 T.C. 536 (1945) ; Kellogg Commission Co., 12 T.C. 
182, 186 (1949); Vegetable Farms, Inc., 14 T.C. 850 (1950), appeal (T), 9th Cir., 
Aug. 10, 1950. 

100 Flint Nortown Theatre Co., 4 T.C. 536 (1945). 

101 T.R.C. §§439(b) (1), 719(a) (1), 783(d). 

102 “The statute requires that the indebtedness has to be the indebtedness ‘of the tax- 
payer,’ but it does not require that the specific type of instrument mentioned in the 
statute should be that ‘of the taxpayer.’ All that the statute requires is that the out- 
standing indebtedness of the taxpayer be ‘evidenced by’ one of the specific types of instru- 
ments.” William A. Higgins & Co., 4 T.C. 1033, 1044 (1945) Acq., 1945 Cum. Butt. 4. 

103 William A. Higgins & Co., note 102 supra. 

104 Cf, for example, Lee Wilson & Co., 7 TCM 12, 17 (194), where taxpayer, owner 
of a 90% interest in an Arkansas partnership, was allowed to credit its own borrowed 
capital with 90% of the average borrowed capital of the partnership. But cf. Fraser- 
Smith Co., 14 T.C. 892 (1950). For the purposes of section 433(a)(1)(D), (F) “the 
term ‘indebtedness’ includes indebtedness assumed by the taxpayer even though such 
indebtedness is evidenced, so far as the taxpayer is concerned, only by a contract (which 
has been outstanding for more than six months) with the person whose liabilities have 
been assumed.” Reg. 130, Sec. 40.433(a)-2(e). 

105 Munger v. Shannon, 61 N.Y. 251 (1874); Swift & Co. v. Bankers Trust Co., 280 
N.Y. 135 (1939). 

106 UniFoRM NEGOTIABLE INSTRUMENTS Law §126; New York NEGOTIABLE INSTRU- 
MENTS Law §210. 

107 Atterbury v. Bank of Washington Heights, 241 N.Y. 231, 239 (1925); I.T. 3481, 
1941-1 Cum. Buti. 274-276. 
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one drawn by the seller on the purchaser of goods sold and accepted by 
such purchaser. A banker’s acceptance in turn is a bill of exchange of 
which the acceptor is a bank. A check *®* is another type of bill, always 
drawn on a bank and subject to acceptance only by payment. It is thus 
difficult to envision circumstances under which a borrowed capital credit 
could result from the issuance of a check, except under highly specialized 
circumstances as where the parties in fact intend the check to perform 
the functions of a promissory note.*” 

The term “bill of exchange” is possessed of a sharply defined meaning 
amounting substantially to a term of art. This sharpness of definition is 
substantially keener than in the case of the term “note.” As seen above,” 
taxpayers’ efforts to classify a series of business contracts and related or 
supplementary documents requiring the payment of money, as in effect 
constituting a “note,” have not been overly successful. Parallel efforts 
to qualify the same or similar general, contractual obligations as an out- 
standing indebtedness evidenced by a “bill of exchange” have been even 


less successful.*” 
When Does An Indebtedness Arise? The mere drawing and issuance 


108 “A check is a bill of exchange drawn on a bank payable on demand.” Unirorm 
NEGOTIABLE INSTRUMENTS Law §185; NEw York NEGOTIABLE INSTRUMENTS Law §321. 
Certification of the check at the drawer’s behest would normally serve simply to dis- 
charge the drawer and all the endorsers (UNtrorM NEGOTIABLE INSTRUMENTS Law §188; 
New York NEeEGoTIABLE INSTRUMENTS LAW §324) without adding to the certifying 
bai k’s borrowed capital credit. Reg. 130, Sec. 40.439-1(f); Reg. 112, Sec. 35.719-1. 
With respect to I.R.C. §439(b) (1) see “Definition of Borrowed Capital,” Summary of 
H.R. 9827, “The Excess Profits Tax Act of 1950” as Agreed to By the Conferees, 
6(c) (1950), prepared by the Staff of the Joint Committee on Internal Revenue Taxation; 
Reg. 130, Sec. 40.439-1(f). 

109 One such situation might arise where postdated checks are knowingly employed 
or where a check is certified at the drawer’s request prior to delivery to the payee. In 
this latter event, the drawee is not discharged from liability (5 U.L.A. §188, Ann. 4 (Part 
2)), and certification still serves the function of acceptance (UNiForM NEGOTIABLE 
INSTRUMENTS Law §187), thus rendering the drawer’s indebtedness an “outstanding” 
one. Another such unusual situation is presented where a bank “purchases” federal 
reserve funds from another bank. In such case the purchasing bank will often pay by 
means of its own cashier’s check, which the selling bank will retain overnight or over 
a holiday or weekend before presenting for payment through the local clearing house. 
In such a case the lending bank is scarcely to be deemed a “depositor” in the normal 
sense; consequently, it would appear that the purchasing bank should be entitled to an 
appropriate addition to its daily borrowed invested capital credit for each day such a 
cashier’s check remains outstanding. As to the mechanics of so-called “purchases” of 
federal reserve funds between banks, see Op. Comp. Curr. 11130; 1929 Fep. Res. Butt. 
656; 1930 Fep. Res. But. 81. Cf., however, cases cited note 156 infra. 

110 Note 90 supra. 

111In Brewster Shirt Corp. (P-H T.C. Mem. Dec. {[45,272) an indebtedness was 
denied the status of borrowed capital either as a “note” or as a “bill of exchange” but 
on appeal (Brewster Shirt Corp. v. Comm’r, 159 F.2d 227 (2d Cir. 1947)) was deemed 
to qualify as a “mortgage.” 
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of a bill of exchange does not operate as an assignment of funds of the 
drawer in the drawee’s hands and the drawee does not become liable prior 
to acceptance.*** In consequence, no “outstanding indebtedness” of the 
drawee is deemed to arise for excess profits tax purposes prior to accept- 
ance.*** 

It has likewise been held *** that even prior to acceptance by the drawee, 
no borrowed capital credit is available to the drawer of a bill although 
such drawer has negotiated the bill with a bank and secured the full face 
value thereof, because his liability thereon is deemed merely secondary 
and no indebtedness on the part of the drawer is therefore “outstanding.” 

Despite the general law merchant liability **° of every drawer of a bill 
of exchange, which includes a promise to pay the face amount of the bill 
if dishonored, this holding would appear correct."* Although the drawer’s 
obligation is the only one in existence while his name alone is on the 
paper, there yet admittedly remain conditions precedent to the drawer’s 
duty to pay, i.e., due presentation of the bill to the drawee for acceptance, 
prompt notification of dishonor, etc. To call such a liability of the drawer 
secondary or merely potential in the same sense as his liability after 
acceptance by the drawee, is perhaps more realistic than to distinguish 
between the two conditions. It likewise appears that the liability of an 
endorser *’ or discounter of a bill is too remote and contingent to qualify 
as an “outstanding indebtedness.” A borrowed capital credit may be 
secured, however, by a loan evidenced by a note and secured by a pledge of 
the same bills of exchange. 


112 UNIFORM NEGOTIABLE INSTRUMENTS LAW §127; New York NEGOTIABLE INSTRU- 
MENTS Law §211; Throop Grain Cleaner Co. v. Smith, 110 N.Y. 83 (1888). 

1187.T. 3481, 1941-1 Cum. Butt. 274-276; William A. Higgins & Co., 4 T.C. 1033, 
1042-1043 (1945). Cf. also I.R.C. §27(a) (4). Nor thereafter unless such drawee is 
both primarily and ultimately liable on such bill. William A. Higgins & Co., 4 T.C. 
1033, 1044 (1945) Acq., 1945 Cum. But. 4. 

114 Fraser-Smith Co., 14 T.C. 892 (1950). 

115 UNIFORM NEGOTIABLE INSTRUMENTS Law §61; New YorK NEGOTIABLE INSTRU- 
MENTS Law §111; Hibernia National Bank v. Lacombe, 84 N.Y. 367 (1881). 

116 Even had taxpayer executed separate notes in favor of his bank covering this 
particular liability, thus surmounting the evidentiary requirement, the absence of a sum 
certain in money unconditionally due would still have presented an insurmountable ob- 
stacle. This follows from a holding that the negotiation or discounting of a note effects 
a “sale” rather than a “borrowing” on security. See cases note 117 infra. 

117 American National Bank of St. Paul, 14 B.T.A. 476, 483-487 (1928) (Issue 2) ; 
{ring City Foundry Co., 25 B.T.A. 822, 833 (1932) (Issue 2), rev'd on other issues, 
67 F.2d 385 (7th Cir. 1933), aff'd, 292 U.S. 182 (1934). See also Alworth-Washburn 
Co., 25 B.T.A. 140, 141 (1932), aff'd, 67 F.2d 694 (D.C. Cir. 1933) ; Elmer v. Comm’r, 
65 F.2d 568, 569 (2d Cir. 1933). 
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DEBENTURES 


Vefinition. In essence, debentures are simply corporate bonds, un- 
secured by mortgage or lien on specific corporate assets,*** although ordi- 
narily entitled to the benefits of restrictive covenants upon the debtor’s 
powers to incur further indebtedness, pay dividends, or dispose of assets.” 
Normally no difficulty will be encountered in ascertaining whether a given 
security is a debenture. In the case of such hybrid types of securities, 
partaking of the aspects of both stock and bond, as “debenture preferred 
stock,” “guaranteed preferred stock’ or “income debentures,” however, 
real difficulty with the classification problem may be encountered. 

The mere name inscribed on the certificate is entitled to little weight. 
All pertinent facts including maturity date, if any, source of interest and 
principal payments, and rights of the holder vis-a-vis general creditors, 
must be examined to determine whether the holder of a given security has 
a proprietary interest in the corporation or possesses the rights of a 
creditor.*”° 

Thin Incorporation. Quite apart from the usual indicia of debt listed 
above, it would appear that a corporation possessed of “an obviously 
excessive debt structure” may be denied a borrowed capital credit, espe- 
cially when both stock and “debt” are held in the same ratio.’ 

For excess profits tax purposes, a corporate obligor may on occasion 
be better off having its “debentures” denied the status of debt. Thus, 
in Swoby Corp.” taxpayer claimed a borrowed capital credit on account 
of a single 99-year “Income Debenture”’ in the face amount of $250,000, 


118 Debentures “are direct obligaticiis of the issuing corporation, resting solely on its 
general credit without specific mortgage or pledge, or assignment of property.” BocEn, 
FINANCIAL HAnppBook 504 (3d ed. 1948). 

119“The term ‘debenture’ does not have a sufficiently precise and uniform meaning in 
all situations to be properly classified as a term of art. In etymology and in the essen- 
tials of its meaning it imports only a written acknowledgment of an obligation. It is not 
essential to a debenture that it be under seal or negotiable in form or secured by a lien. 
In modern current use in financial circles the term is generally understood to repre- 
sent an instrument denoting a corporate obligation issued for long-term capital financing 
and described in a covering agreement or indenture, not creating a mortgage or lien on 
real or personal property, but nevertheless ordinarily containing certain agreements, cove- 
nants or restraints which, if not observed, would tend to prejudice the ability of the 
issuer to meet its obligations.” Commercial Credit Co. v. Hofferbert, 93 F.Supp. 562, 
565 (D. Md. 1950) (interpreting I.R.C. §1801). 

120 Reg. 130, Sec. 40.439-1(e) ; Reg. 112, Sec. 35.719-1. 

121 On this subject see: Schlesinger, “Thin” Incorporations: Income Tax Advantages 
and Pitfalls, 61 Harv. L. Rev. 50 (1947); Semmel, Tax Consequences of Inadequate 
Capitalisation, 48 Cou. L. Rev. 202 (1948) ; Semmel, Loan Versus Investment-Inadequate 
Capitalization, 5 Tax L. Rev. 424 (1950). 

1229 T.C. 887 (1947); 1432 Broadway Corp., 4 T.C. 1158, 1167 (1945) (Issue 2), 
aff'd per curiam, 160 F.2d 885 (2d Cir. 1947). 
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bearing interest at 8%. The Tax Court, impressed by the ratio between 
the 200 shares of capital stock of $1 par value each and the $250,000 
“Income Debenture,” treated the debenture as equity capital and allowed 
a corresponding addition to invested capital of twice the size claimed by 
taxpayer, who had only sought a credit as borrowed capital.*** 

Not all disallowances of borrowed capital credits terminate so happily 
for the taxpayer. An open book account built up through advances from 
the corporation’s sole stockholder *** failed to qualify as borrowed capital 
by reason of the absence of any of the statutory evidences of such in- 
debtedness. The obligation, however, constituted a debt and was there- 
fore excluded from equity capital until such time as the stockholder 
formally contributed such sum as paid-in surplus.*** Thus, neither an 
equity nor a borrowed capital credit may be available when indeterminate 
types of corporate securities are employed. 


CERTIFICATE OF INDEBTEDNESS 


The precise meaning for tax purposes **° of the somewhat amorphous 
term “certificate of indebtedness” has never been made too clear. The 
Tax Court *” has held that none of the cases dealing with the meaning of 
this term as employed in other sections of the Code “is helpful in deter- 
mining whether or not the particular instrument here involved comes 
within” the scope of the borrowed capital provisions of the excess profits 
tax law. The regulations, couched in the most general of language, pro- 
vide only that the term “includes oniy instruments having the general 


1239 T.C. 887, 895-896 (1947). 

124 Tri-State Realty Co., 12 T.C. 192 (1949), aff'd, 180 F.2d 593 (Sth Cir. 1950). 

125 Tri-State Realty Co., note 124 supra. Accord, Flint Nortown Theatre Co., 4 T.C. 
536, 537-538 (1945). Cf. also Vegetable Farms, Inc., 14 T.C. 850 (1950), appeal (T), 
9th Cir., Aug. 10, 1950. 

126 Tn financial circles, “certificates of indebtedness” generally are employed to repre- 
sent debt arising out of re-financings, accrued but unpaid interest on bonds or debentures, 
and similar peripheral situations. Certificates of indebtedness are also commonly issued 
by banks and savings and loan associations to evidence time and demand deposits. United 
States Government certificates of indebtedness “have maturities of not more than one 
year. They enjoy an exceptional degree of market stability and liquidity. Commercial 
banks hold them in substantial quantities as secondary reserves and other investors, 
especially corporations, buy them at times for the temporary employment of excess funds.” 
Bocen, FrnancraL Hanpsoox 181 (3d ed. 1948). 

127“The term ‘certificate of indebtedness’ is not new. It appeared in earlier revenue 
acts, dealing, for example, with dividends paid credit and capital losses, and it appears 
in the present excess profits tax law creating a credit for debt retirement. The applica- 
tion of the term to any particular instrument has resulted in much litigation, none of 
which is helpful in determining whether or not the particular instrument here involved 
comes within section 719.” Economy Savings & Loan Co., 5 T.C. 543, 550 (1945), modi- 
fied on appeal (T) on other points, 158 F.2d 472 (6th Cir. 1946). 
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character of investment securities issued by a corporation as distinguish- 
able from instruments evidencing debts arising in ordinary transactions 
between individuals.” *** Authoritative distinctions between “debentures” 
and “certificates of indebtedness” as thus defined are not laid down, 
although instruments evidencing underlying open book accounts appear 
to be effectively excluded. 

An instrument to constitute a certificate of indebtedness must, of 
course, meet the basic requirements of a debt. Going further, the Tax 
Court *”* has prescribed features equivalent to those possessed by a note. 
Thus, although an instrument to qualify as a certificate of indebtedness 
need be neither negotiable **° nor interest-bearing, it must possess a 
due date.*** Therefore a written acknowledgment of indebtedness in a 
specified sum “to be repaid when this Company is in a position to do so” 
lacks *** the basic element of an unconditional promise to pay at a fixed 
or determinable, future date, and hence cannot qualify as a “certificate 
of indebtedness” or any other qualified type of borrowed capital. 


MortTGacE, DEED oF TRUST, OR OTHER LIEN 


The mortgage, deed of trust,*** or other lien category of debt has been 
afforded a liberality of judicial construction surprisingly at variance with 
the narrow and restrictive approach generally taken by the courts.** 
Loans evidenced by open book accounts do not, of course, qualify as 
borrowed capital ; *** such loans from a factor where secured by a pledge 
of merchandise accounts, however, have been held to constitute a mort- 
gage.**’ Also qualified as borrowed capital are loans secured by a pledge 
of the revenues thrown off by five-year contracts with customers pro- 


128 Reg. 130, Sec. 40.439-1(f) ; Reg. 112, Sec. 35.719-1. The validity of this provision 
of the latter regulation was upheld in Pendleton & Arto, Inc., 8 T.C. 1302, 1312 (1947). 

128 Ciro of Bond Street, Inc., 11 T.C. 188 (1948). 

130 Economy Savings & Loan Co., note 127 supra. 

131 Cf. special ruling, note 89 supra. 

182 See discussion in text on Dest, supra 382. 

133 Ciro of Bond Street, Inc., 11 T.C. 188, 192 (1948). 

134 The “deed of trust” category of debt instrument has received but little judicial 
exploration. Although present in Player Realty Co., 9 T.C. 215 (1947) and William A. 
Higgins & Co., 4 T.C. 1033 (1945), decision was rested on other grounds. Equipment 
and car trust.certificates issued in connection with the purchase of railroad rolling stock 
and airline planes should qualify under this term, among others. BrewsTEr, THE Fep- 
ERAL Excess Prorits Tax 209-210 (1941). 

185 Note 79 supra. 

136 Flint Nortown Theatre Co., 4 T.C. 536 (1945); Tri-State Realty Co., 12 T.C. 192 
(1949), aff'd, 180 F.2d 593 (Sth Cir. 1950). 

187 Brewster Shirt Corp. v. Comm’r, 159 F.2d 227 (2d Cir. 1947). The transaction 
looked at as a whole was held to constitute a borrowing on security rather than an out- 
right sale, despite the use of the words “we hereby sell, assign, transfer and set over.” 
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viding for the furnishing of sprinkler and fire alarm service.*** Even 
sums due from the vendee under a Wisconsin “land contract” or realty 
sales agreement have been included in the vendor’s borrowed capital as 
an “equitable mortgage.” **° 

Upon occasion, however, the courts **°—in particular the Tax Cour 
—have taken a much more restrictive approach to the qualification of 
indebtedness as a mortgage or other lien. The documents covering the 
giving of security to insure repayment of moneys lent, frequently speak 
in terms of “sell, assign, transfer, and set over” rather than in terms of 
“mortgage, pledge, and secure.” Historically, the courts of equity have 
for centuries looked through words of sale to substance where the real 
transaction was a borrowing upon security. 

For excess profits tax purposes also the courts generally *** have looked 
to substance rather than form in ascertaining whether a loan secured by 
mortgage or whether a sale upon condition is present. And in reaching 
a decision, state law has been looked to as “a reasonable source of guid- 
ance” even though the ultimate question remains one for federal courts.*** 
An unwarranted judicial refusal *** under section 719(a)(1) of the 
World War II excess profits tax statute to qualify a construction contract 
as a mortgage where title was retained by the builder to insure payment 
of the contract price, led to the specific inclusion in the present Act * 


t 141 


138 Central Station Signals, Inc., 10 T.C. 1015 (1948), aff’d per curiam on opinion 
below, 174 F.2d 479 (2d Cir. 1949). The words of transfer held to constitute a secured 
borrowing were “hereby sells, assigns, sets over, and transfers.” 

139 Bernard Realty Co. v. United States, 92 F.Supp. 805, 810 (E. D. Wis. 1950), appeal 
(G) authorized. 

140 Consolidated Goldacres Co., 8 T.C. 87 (1947), aff’d, 165 F.2d 542 (10th Cir. 1947), 
cert. denied, 334 U.S. 820 (1948) (T) (conditional sale, not a mortgage, held to have 
occurred under Nevada law). The discounting of bills or notes is generally held to con- 
stitute a completed sale subject to a secondary liability rather than a borrowing giving 
rise to a lien. Fraser-Smith Co., 14 T.C. 892 (1950) and cases cited therein. 

141 Brewster Shirt Corp., P-H T.C. Mem. Dec. 145,272, rev’d, 159 F.2d 227 (2d Cir. 
1947) ; Consolidated Goldacres Co., 8 T.C. 87 (1947). 

142 Bernard Realty Co. v. United States, note 139 supra; Brewster Shirt Corp. v. 
Comm’r, note 141 supra; Central Station Signals, Inc., note 138 supra. 

143 Brewster Shirt Corp. v. Comm’r, 159 F.2d 227, 229 (2d Cir. 1947) ; Consolidated 
Goldacres Co. v. Comm’r, 165 F.2d 542, 545 (10th Cir. 1948). 

144 Consolidated Goldacres Co., note 140 supra. Compare Bernard Realty Co. v. United 
States, note 139 supra. Local property rules governed both cases although a single uni- 
form federal tax statute was being interpreted. The term “conditional sales contract” is 
now defined in the regulations as meaning “a contract corresponding to a mortgage ex- 
cept that the transfer of title is made dependent upon the payment of the stipulated price.” 
Reg. 130, Sec. 40.439-1(f). 

145 T.R.C. §539(b) (1). “Conditional sales contracts are a form of borrowing which 
has been used extensively, and your committee believes that their omission from the 
definition of borrowed capital would work a hardship on taxpayers borrowing substan- 
tial amounts in this manner.” Senate Finance Committee Report to accompany H. R. 








404 TAX LAW REVIEW [Vol. 6: 


of a “conditional sales contract” *** as one of the evidences of debt under 
which outstanding indebtedness may qualify as borrowed capital. 

In the case of property of the taxpayer subject to mortgage or other 
lien, the amount of such claim constitutes **’ “an indebtedness” of the tax- 
payer for excess profits tax purposes whether or not there has been a 
specific assumption of such obligation by the taxpayer. 


Bank LOAN AGREEMENT 


Initially at least, it would seem that the addition in the current law of 
a “bank loan agreement” as one of the qualified evidences of indebtedness 
can scarcely be possessed of much practical significance. Bank loans 
often are evidenced by notes which form an integral part of the more 
extensive loan agreement. In at least one type of loan situation, however, 
the addition of bank loan agreements as a specific category of qualified 
indebtedness may prove of benefit to the taxpayer. 

Not infrequently, taxpayers will arrange for the opening of a revolving 
fund line of credit with one or more banks. Under the arrangement the 
borrower may secure advances up to a total given figure but is under no 
duty to keep the maximum permissible sum outstanding at all times. The 
taxpayer’s indebtedness will be evidenced by a form of note it is true, but 
recourse to the bank’s books of account may on occasion be necessary to 
ascertain the precise amount due from the borrower at any given time.** 
Under analogous facts the Tax Court,™° in cases arising under the World 
War II excess profits tax law, hag denied a credit for borrowed capital 
on the ground that the note, in light of the entire transaction, though 
absolute on its face was really not for “a sum certain” because the amount 
therein set forth was subject to correction or adjustment after recourse 
to the borrower’s books. The real debt, being evidenced only on the 
promisor’s books of account, was denied qualification as borrowed capital. 


9827, Sen. Rep. No. 2679, 81st Cong., 2d Sess. 10 (1950). Substantially identical lan- 
guage was employed in the Report of the House Ways and Means Committee to accom- 
pany H. R. 9827, H. R. Rep. No. 3142, 81st Cong., 2d Sess. 9-10 (1950). 

146 See definition, note 144 supra. 

147]. R.C. §439(b) (1); Reg. 130, Sec. 40.439-1(c). A similar rule was applicable 
under I.R.C. §719(a)(1) and §783(d). See Reg. 112, Secs. 35.719-1(a), 35.783-1(d). 

148 Banks normally enter changes in the borrower’s loan balance on the back of the 
notes themselves so that the “indebtedness” will actually be evidenced by the notes them- 
selves. Average borrowed capital, of course, is computed on a daily basis (§439(a)), so 
that even short delays on the bank’s part in posting loan balance changes might give rise 
to the problem raised in the text. 

149 See cases note 98 supra. A more reasonable approach is evinced in Fourth Buck- 
ingham Community, Inc. 9 TCM 129 (1950), where borrowings under a_ building 
progress loan, evidenced by a mortgage note in the face amount of $950,000, were allowed 
as borrowed invested capital only to the extent the loan was actually taken down, the maxi- 
mum never exceeding $935,000. 
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The holdings in these cases seem hypertechnical. In view of the avowed 
intent of Congress to liberalize the prior law on this point, an extension 
of the Tax Court’s holdings concerning notes to bank loan agreements 
would appear unjustified. 

A bank **° loan agreement includes indebtedness to a bank *** but does 
not encompass a bank’s indebtedness to its own depositors, however evi- 
denced, whether “by a certificate of deposit, a passbook, a cashier’s check, 
or a certified check.” ** Even where a certificate of deposit fully meets 
the definition of a ‘‘note’’ *** or “certificate of indebtedness,” *** the credit 
is denied. An attempt by the Tax Court *** to distinguish between time 
certificates of deposit, which were felt to constitute borrowed capital, and 
demand certificates of deposit, which were concededly disqualified, was 
deemed unrealistic in the appellate court *° which held that neither type 
of obligation was “borrowed capital’ for excess profits tax purposes. 


150 A “bank” for the purposes of the Internal Revenue Code usually means “a bank or 
trust company incorporated and doing business under the laws of the United States (in- 
cluding laws relating to the District of Columbia) or any State, or any Territory, a 
substantial part of the business of which consists of receiving deposits and making loans 
and discounts, or of exercising fiduciary powers similar to those permitted to national 
banks under section 11(k) of the Federal Reserve Act, . . . and which is subject by law 
to supervision and examination by State, Territorial or Federal authority having super- 
vision over banking institutions.” I.R.C. §104(a). Cf. also ILR.C. §§23(k) (1), 117(d) (1), 
as it appeared in the original Code and prior to adoption of Sec. 150(c), Revenue Act 
of 1942; Magruder v. Safe Deposit & Trust Co. of Baltimore, 121 F.2d 981, 985 (4th 
Cir. 1941). 

The classification of a taxpayer as a “bank” is determined by the federal definition, not 
by state law. Staunton Industrial L. Corp. v. Comm’r, 120 F.2d 930 (4th Cir. 1941) ; 
Mutual Savings & Loan Co., Inc., 44 B.T.A. 1204 (1941), appeal (C) dismissed, 4th 
Cir., Dec. 9, 1941. 

151 Subject, of course, to the disqualification of loans between members of a con- 
trolled group. I.R.C. §§435(f) (1) (B), (g)(4)(E), (g)(7), 438(c) (3), (d) (3), (f). 

152 Reg. 130, Sec. 40.439-1(f) ; Reg. 112, Sec. 35.719-1. This rule would appear fully 
consonant with Congressional intent. “The category of indebtedness evidenced by a bank 
loan agreement, added by your committee, includes such indebtedness owing to a bank, 
and does not include the indebtedness of a bank to its depositors.” Sen. Rep. No. 2679, 
81st Cong., 2d Sess. 10 (1950). As to what constitutes a “deposit,” see Estate of F. Her- 
man Gade, 10 T.C. 585, 589 (1948) Acq., 1948-2 Cum. Buty. 2; Stoddard v. Miami 
Savings & Loan Co., 63 F.2d 851 (6th Cir. 1933). 

158 Comm’r v. Ames Trust & Savings Bank, 185 F.2d 47 (8th Cir. 1950), reversing 
12 T.C. 770, 773 (1949) Nonacq., 1949-2 Cum. Butt. 4. 

154 [dem, The time certificates of deposit of a building and loan association constitute 
“certificates of indebtedness” and hence borrowed capital. Economy Savings & Loan Co., 
5 T.C. 543, 551 (1945), modified on appeal (T) on other issues, 158 F.2d 472 (6th Cir. 
1946). Cf., however, Comm’r v. Ames Trust & Savings Bank, 185 F.2d 47, 50 (8th Cir. 
1950). See also Palm Beach Trust Co., 9 T.C. 1060 (1947), aff'd per curiam, 174 F.2d 
527 (D. C. Cir. 1949); Morris Plan Bank of New Haven v. Smith, 125 F.2d 440 (2d 
Cir. 1942). 

155 Ames Trust & Savings Bank, 12 T.C. 770 (1949); Farmers & Merchants Savings 
Bank, note 156 infra. 

156 Comm’r y. Ames Trust & Savings Bank, 185 F.2d 47 (8th Cir. 1950); Comm’r 
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GENERAL CRITICISM OF THE STATUTE AND Its INTERPRETATION 


The borrowed capital concept as currently defined in the excess profits 
tax statute is subject to two principal criticisms. First, the statutory 
definition of indebtedness is subject to qualifying phrases and clauses 
which overlap in meaning and which serve to confuse those charged with 
the application and interpretation of this term. For example, upon careful 
analysis it has been seen that the term “outstanding” adds nothing to the 
requirement that the indebtedness be that “of the taxpayer,” while “in- 
curred in good faith” adds nothing significant to “for the purposes of the 
business.” Indeed the simple word “debt” contains within itself most of 
the statutory proliferations which currently serve to render section 
439(b)(1) unnecessarily cumbersome. The statutory definition of “in- 
debtedness” therefore should be reduced to the simplest terms, calculated 
to insure that only genuine business indebtedness for the due discharge 
of which the taxpayer is primarily and ultimately liable, qualifies as in- 
vested capital. An ultimate liability must not be confused with a secondary 
or merely potential liability. An ultimate liability is the obligation of that 
party to a loan transaction upon whom the burden of final payment rests 
in light of the over-all facts. 

Secondly, the entire evidentiary requirement serves no functional pur- 
pose whatever but all too frequently operates to make the availability of 
the borrowed capital credit turn upon mere chance.*** Most of the litiga- 
tion over the definition of borrowed capital has revolved not around the 
basic question whether a true busitiess-employed borrowing was present, 
but has turned on whether a particular type of evidence of such indebted- 
ness existed. This overwhelming emphasis on mere form is unjustifiable 
under the basic theory of an excess profits tax law which undertakes to 
afford a credit on account of capital borrowed for the purposes of the 
business. 


v. Farmers & Merchants Savings Bank, 51-1 U.S.T.C. 66,007 (8th Cir. 1951), reversing 
9 TCM 404 (1950). The Circuit Court’s decision in the Ames Trust case appears 
fully applicable to section 439(b)(1) in light of the legislative history quoted note 49 
supra, and Reg. 130, Sec. 40.439-1(f). 

157 Compare McDonnell Aircraft Corp., 16 T.C. No. 25 (1951) and Brann & Stuart 
Co., 9 T.C. 614 (1947) Acq., 1948-2 Cum. Butt. 1, where a credit for borrowed capi- 
tal was allowed, with Canister Co., 7 T.C. 967 (1946) (Issue 1), aff’d, 164 F.2d 579 
(3d Cir. 1948), cert. denied, 333 U.S. 874 (1948) (T); West Construction Co., 7 T.C. 
974 (1946); Gould & Eberhardt, Inc., 9 T.C. 455 (1947); Western Cartridge Co., 11 
T.C. 246 (1948) Acq. on other issues, 1950-2 Cum. Butt. —, where such a credit was 
denied. The actual economic position of all these taxpayers, engaged in p.oduction under 
Government war contracts, was substantially the same. The purely formal differences 
in their respective positions do not, from any functional approach, appear of sufficient 
moment to allow two a borrowed capital credit which is denied the other four. 
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The statute would more readily serve its basic function *** were section 
439(b) (1) revised simply to read as follows: 


The amount of all indebtedness (not including interest *®) incurred for 
the purposes of the business by the taxpayer. 


The principal criticism of the way in which the statute has been ad- 
ministered lies in the adoption by the Tax Court and certain, though not 
all, of the appellate courts of an unjustifiably limited and narrow approach 
to the allowance of the borrowed capital credit. A very real, almost 
tangible hostility to allowance of the credit appears in all but a scattered 
few of the cases.* This hostility must disappear if an equitable treatment 
of taxpayers is to result. 


158 The evidentiary requirement, it is submitted, serves no substantive purpose. The 
only satisfactory solution is to remove it entirely as a statutory requirement. Halfway 
measures, such as adding the words “or other evidence of indebtedness,” will not suffice. 
Section 783(d) did contain that additional catch-all but it was given a very limited scope 
in the regulation, which took the position that this term was limited to “evidence 
of indebtedness of the same general character as bonds, notes, debentures, bills of ex- 
change, or certificates of indebtedness. Open book account entries, invoices, or statements 
of account are not evidences of indebtedness.” Reg. 112, Sec. 35.783-1(d). A similarly 
limited scope has been ascribed to the term “or certificate or other evidence of indebted- 
ness” as used in I.R.C. §433(a)(1)(D), (F) by the regulations (Reg. 130, Sec. 40.433 (a)- 
2(e)), which provides the term “does not include open book entries.” 

159 For sake of completeness it might be desirable to add within the parenthesis the 
words “and subject to the adjustments required by sections 435(f)(1)(B), (£)(4), 
(g) (4) (E), (g) (7), and 438(c) (3), (d) (3), (£).” 


160 See cases note 79 supra. 

















Wasting Assets—The Treatment Of And 
A Proposal For* 


GEORGE B. LOURIE anp ARNOLD R. CUTLER 


I, has been held elementary that estate taxes and income taxes are totally 
different in principle and concept.* Despite this basic division of the two 
types of taxes, a completely independent administration of each tax may 
result in a combined tax impact that is unfair to a taxpayer. This is par- 
ticularly true in the realm of assets known as “wasting assets.” 

Ordinarily an asset and the income which derives therefrom are easily 
segregable and identifiable. There are, however, certain types of assets 
in which the derivative income is identical with the asset itself. As the 
income is expended the asset is depleted, until the exhaustion of the income 
simultaneously exhausts the asset. Such assets have been aptly called 
wasting assets, for the depletion of their income also depletes their corpus. 
Such a wasting asset may be broadly categorized as any terminable interest 
in which the right to income is coterminous with the income itself. 

Wherever the right to income is included for estate tax purposes and 
the income which is identical with the same right to income is again in- 
cluded for income tax purposes, without consideration of one tax for the 
other, the problem is one falling within the scope of this article. What 
types of problems exist and what the solution therefor may be is the pur- 
pose of this article 


PERSONAL SERVICE PARTNERSHIP 


For many years the problem of the correct tax treatment of the right 
to income and the actual receipt of the income in the case of a personal 
service type of partnership has floundered in uncertainty. The treatments 


* This article is based upon material prepared as a report for the Sub-Committee on 
Federal Taxation of the Boston Bar Association. 

GeorcE B. Lourie, LL.B., Harvard, 1926, was formerly Assistant Attorney General 
of Massachusetts. 

Arnotp R. Cutter, LL.B., Yale, 1932, was formerly a Special Attorney for the Chief 
Counsel of the Bureau of Internal Revenue in Washington, D.C. and Trial Attorney for 
the New England Division of the Technical Staff at Boston. 

The authors are tax lawyers of the firm of Lourie and Cutler, Boston, Massachusetts. 

They have been frequent contributors to publications and have lectured in the field of 
taxation. 

1Gump v. Comm’r, 124 F.2d 540 (9th Cir. 1942), cert. denied, 316 U.S. 697 (1942). 
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accorded have almost run the gamut of legal reasoning. The inherent 
doubts have been recognized and a satisfactory solution has been sought 
but not yet brought to fruition.’ 

The problem affecting the personal service type of partnership has 
particular application where the partnership agreement provides that 
death shall not dissolve the partnership, but that the estate, or a designated 
beneficiary, shall continue as a member of the partnership for a period of 
time after the death of the partner and shall share in the partnership in- 
come. Where the effect of the partnership agreement is to establish a 
purchase of the deceased partner’s interest in the partnership by the sur- 
viving partners, no occasion arises for the combined application of estate 
and income taxes upon the estate of the deceased partner. In that case the 
value of the income payments is subject to estate tax as establishing the 
value of the partnership interest at the time of death. The receipt of the 
income payments constitutes taxable income to the surviving partners and 
their distribution to the estate of the deceased partner is regarded as the 
payment of the purchase price of the partnership interest and is treated 
as a capital payment. Such treatment is, of course, disadvantageous to 
the surviving partners, as it charges to them, often in high tax brackets, 
income which they cannot retain. The surviving partners are therefore 
desirous of avoiding any agreement which will constitute a purchase of 
the interest of the deceased partner, and favor an agreement of the type 
that creates the problem under consideration. 

Where a purchase is not involved and the agreement is considered as 
establishing a continuing partnership, the income may be taxed to the 
estate of the deceased partner for income tax purposes when distributable. 
There is also the possibility that the right to such post-death partnership 
income will be valued and included in the estate of the deceased partner 
for estate tax purposes. Further, there is the likelihood that no benefit 
will be derived by the estate in regard to its income tax liability due to 
having paid an estate tax on essentially the same item, or vice versa. These 
statements are all made conditionally rather than categorically because of 
the inconsistent treatments that have been accorded this problem by the 
courts.*® 

In the effort to reach a solution the courts have at different times 
asserted various approaches. Each of them has its weaknesses and incon- 


2 See discussion infra. 

3 For a general analysis of the cases, see Cutler, Income Tax Consequences Follow- 
ing the Death or Withdrawal of a Partner, 28 B.U.L. Rev. 7 (1948) ; Cutler, New Prob- 
lems Relating to the Death of a Partner and a General Study of Questionable Areas in 
the New Term “Terminable Interest,’ in ProckepIncs oF NEw York UNIVERSITY 
SEVENTH ANNUAL INSTITUTE ON FEDERAL TAXATION 772 (1949). 
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sistencies. There has been no gradual evolvement of a theory which can 
be called the law of the moment. Nor can it be said that some of the law 
is old and some new, for the variation in application of theory has been 
without regard to time. 

Let us assume that the post-death partnership payments to the estate 
are to be for a period of five years and that it is estimated that in each year 
the partnership distribution to the estate will amount to about $20,000. 
Under one method employed by the courts the entire right to post-death 
income, approximating $100,000, is considered an asset which should be 
included in the estate * for estate tax purposes.° Under this first method 
it is held that the right to post-death income reported for estate tax pur- 
poses thereby became capitalized. Thus, although the distribution in each 
post-death year was income as such, the same was not reportable income 
for income tax purposes by virtue of the fact that it had become capitalized. 

In United States v. Carter ® the Court so held even to the extent that 
the right to income was not reported for estate tax purposes; if it could 
or might have been so reported, it was nevertheless capitalized, so that even 
any unreported excess could not constitute taxable income. On the other 
hand, in William P. Blodget’ the Tax Court concluded that the partner- 
ship profits received “in excess of the value of the right to receive them 
at the date of the death of the decedent’’ was taxable as income. 

Thus, returning to our example, under the Carter case if the value at 
death of the chose in action was estimated in the estate tax return to be 
$90,000, and if $100,000 in post-death income was actually received over 
the five-year period, the remaining $10,000 would not be taxable for 
income tax purposes in any event. Under the Blodget case the $10,000 
would be reportable for income tax purposes to the estate or beneficiary 
receiving the same. Most recently the Tax Court was in conflict as to 
whether the Carter case was still good law, the majority asserting that it 
did not constitute a correct pronouncement, and a dissenting opinion in- 
sisting that it is the correct statement of the law.® It is to be noted that 
the majority in effect approved the Blodget doctrine. It should also be 
pointed out that the dispute within the Court referred only to the excess 


* Actually, in no event should more than the commuted value be included. However, 
for purposes of simplicity this additional complication is omitted from the text except 
where necessary. 

5 Estate of George Wood, 26 B.T.A. 533 (1932) (e.t.); Estate of Miles H. England, 
P-H T.C. Mem. Dec. {41,181 (e.t.). (In this and following notes the letters “e.t.” will 
be used to designate an estate tax case, and the letters “i.t.” will be used to designate 
an income tax case.) 

619 F.2d 121 (5th Cir. 1927) (i.t.). 

713 B.T.A. 1243 (1928). 

8 May D. Hatch, 14 T.C. 237 (1950), on appeal 2d Cir. 
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between the right to income reported for estate tax purposes and the total 
distributions ultimately received. It may be said of this method that it 
approaches the problem from the estate tax point of view. 

A second approach is symbolized by the Bull case.° There the right to 
post-death income in the full amount had been added by the Cornmissioner 
to the deceased partner’s gross taxable estate and an estate tax was paid 
thereon. Thereafter the Commissioner added the identical amount of 
post-death income to the estate’s taxable income. The Supreme Court 
approached the problem essentially from an income tax vantage point, 
asserting that the post-death distributions of partnership income to the 
deceased partner’s estate were not corpus but income to be reckoned in 
computing the income tax. While asserting that a right to receive the 
post-death income and the actual receipt of the income from that right 
may be the basis of two assessments, nevertheless the Court considered 
that the use of the identical payments for both taxes was improper. Be- 
cause of this the Court permitted the unusual remedy of recoupment of 
the estate tax, recovery therefor being then barred. The implication by 
the Court was that the inclusion of the commuted value of the right to 
income for estate tax purposes would not have been disturbed. However, 
the Court actually attributed a zero valuation to the right to income for 
estate tax purposes. The confusion engendered by the Court in the Bull 
case continues unresolved.” 

Under a third method each of the taxes is treated independently of the 
other. The right to post-death income has been entirely included for 
estate tax purposes without regard to the income tax consequences;"* even 
though income taxes may already have been paid by the estate on the full 
amount.’* Conversely, income taxes have been asserted against the estate 
for the full post-death distributions of income independent of the estate 
tax considerations, as in the Coates case,** even though the entire right 
to the same income may have been included for estate tax purposes.** In 
a later opinion, even though by way of dictum, Judge Opper of the Tax 


9 Bull v. United States, 295 U.S. 247 (1935) (i-t.). 

10 See Rabkin and Johnson, The Partnership Under the Federal Tax Laws, 55 Harv. 
L. Rev. 909, 942 (1942). See also Boston Safe Deposit and Trust Company v. United 
States, 75 F.Supp. 884 (D.C. Mass. 1948), where the District Court followed the essen- 
tial income theory of the Bull case, but asserted, “[The] right to share in the partner- 
ship profits was a chose in action which was a part of the residue of the testator’s estate. 
However, the actual payments by the partnership to the executors of the share of the 
annual profits of the partnership constituted income to the estate.” 

11 John F. Degener, 26 B.T.A. 185 (1932) (e.t.). 

12 Alan M. Lincoln, P-H T.C. Mem. Dec. 942,685 (e.t.) ; McClennen vy. Comm’r, 131 
F.2d 165 (1st Cir. 1942) (e.t.), in regard to which sce PAUL, SUPPLEMENT TO FEDERAL 
Estate AND Girt TAXATION 68 (1946). 

13 Charles F. Coates, 7 T.C. 125 (1946) (i-t.). 

14 Degener v. Anderson, 77 F.2d 859 (2d Cir. 1935) (i.t.). 
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Court asserted that the Coates case “recognized that an estate might be 
taxable on a right to receive income, acquired as part of the estate, and 
then on that income when received.” ** 

It is precisely against the results effected under the third method that 
this article is directed. In the instance where the estate is in the 50% 
surtax bracket both for estate taxes and income taxes, the effect would be 
to wipe out the post-death distributions. Where the estate chances to be 
in a surtax bracket in excess of 50% both for estate and income tax pur- 
poses, the total taxes may even exceed the total distributions, a most 
anomalous and not altogether unlikely situation. Where the estate is in 
less than the 50% surtax bracket for estate and income tax purposes, al- 
though the sum of the taxes will not absorb all of the distributions, never- 
theless the total result is equally unjustified and unwarranted. The only 
difference is one of degree. 


Post-DEATH EMPLOYEE PAYMENTS 


The problem also appears in the case of post-death employee payments. 
These payments may appear in any one of several different transactions, 
such as contracts of emp:oyment, or plans for pensions or annuities, or 
other situations in which an employer may pay or obligate itself to pay 
an employee’s spouse or other beneficiary in the event of the employee’s 
demise, whether or not under a qualified plan. 


(A) PAYMENTS IN ABSENCE OF PRE-EXISTING PLAN 


To begin with, let us consider the situation where there is no pre- 
existing plan for any post-death payments, and after the death of the 
employee the employer makes payments to the decedent’s spouse for a 
limited period, as two years. Until recently, by virtue of I.T. 3329, the 
distributions to the spouse were treated as a gift without any tax conse- 
quences, whether or not such payments were denominated a pension.*® 
The Tax Court followed I.T. 3329, holding as in that ruling, that where 
the recipient rendered no service and no obligation existed to compensate 
the spouse further for the deceased employee’s past services, the payments 
to the deceased employee’s spouse would be treated as a gift and would 
not be taxable as income to her.” 


15 Estate of Thomas F. Remington, 9 T.C. 99, 107 (1947), dismissed on appeal, 2d 
Cir. 1948 (i-t.). 

167.T. 3329, 1939-2 Cum. Butv. 153 (1939), now modified, see infra; Reg. 111, Sec. 
29.22(a)-2 (“However, so-called pensions awarded by one to whom no services have 
been rendered are mere gifts or gratuities and are not taxable.”). 

17 Louise K. Aprill, 13 T.C. 707 (1949). The employer making the payments to the 
deceased employee’s spouse was allowed to deduct such pension payments as ordinary 
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On the other hand, suppose in the absence of an agreement, the em- 
ployer made the post-death payments to the estate of the deceased employee. 
Thus assume such post-death payments to the estate were a continuation 
of the deceased employee’s prior salary for a period of one to two years. 
It would appear that there is no material difference whether the payments 
were made to the decedent’s spouse or to his estate. However, the courts 
have asserted that there is a distinction to be drawn, so that although the 
amounts paid to a spouse may be treated by her as a gift, the amounts may 
not be so treated when payable to the decedent’s estate but are taxable 
income to it.*® 

The Treasury has now in effect removed the distinction between pay- 
ments made to the employee’s widow and payments made to his estate. 
The Treasury now asserts that it was wrong in I.T. 3329, and the spouse 
there should be taxable on her post-death payments as income to her. 
However, because of the long-time recognition and use of I.T. 3329, the 
new Treasury change will be applicable only to payments received after 
January 1, 1951.*° The Treasury now asserts that I.T. 3329 misapplied 
the regulations in stressing the relation of the recipient rather than that 
of the payor. The prior ruling stressed the fact that the payee had rendered 
no services. The Treasury now says this is unimportant, and that what is 
material is whether services have been rendered to the payor. The Treas- 
ury now holds that payments made by an employer to the widow of a 
deceased employee who rendered services to such employer will be in- 
cludible in the gross income of the widow for income tax purposes. 
Whether or not the courts will follow the new Treasury ruling is presently 
uncertain. It should be noted that the new ruling constitutes only a change 
in the interpretation of the applicable regulation, and that there has been 
no change made in the regulation itself. 

So far as estate taxes are concerned, where the post-death payment is 
made, without any pre-existing plan, at the time of decedent’s death or 
afterwards, there is no estate tax. This is so even though the estate might 
have had a hope that some bonus or the like would be paid to the dece- 


and necessary expenses for a similar limited period, as two years. Reg. 111, Sec. 23(a)-9 
(“When the amount of the salary of an officer or employee is paid for a limited period 
after his death to his widow or heirs, in recognition of the services rendered by the indi- 
vidual, such payments may be deducted.’’) ; I. Putnam, Inc., 15 T.C. 86 (1950). Beyond 
a limited period the Tax Court held that payments may not be deducted by the em- 
ployer in the absence of a contract liability, an established pension policy, or a showing 
that such payments were for past compensation and were reasonable in amount. Mc- 
Laughlin Gormley King Company, 11 T.C. 569 (1948). 

18 Brayton v. Welch, 39 F.Supp. 537 (D.C. Mass. 1941); Estate of Edward Bausch, 
14 T.C. 1433 (1950), aff'd, — F.2d — (2d Cir. 1951), taxability being based upon I.R.C. 
§§22(a) and 126(a). 

19 1.T. 4027, 1950 Int. Rev. Buty. No. 21 at 2 (1950). 
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dent’s estate, but there could be no right to income includible in the estate 
where there was no right or legal claim to such payment in which the 
decedent had an interest at death which was subject to valuation.” 

In brief, where the post-death payments do not arise out of any pre- 
existing plan, by and large the problem revolves only about the question 
of the potential income tax, and the problem of taxing the identical post- 
death payments for estate taxes and again for income taxes does not 
exist. 


(B) PAYMENTS UNDER PRE-EXISTING PLAN 


Where there is a pre-existing plan to pay post-death payments, the 
effect for income and estate tax purposes will vary and will depend upon 
the relations established. The plan may be any one of a number of types. 

To begin with, certain types of plans may be excluded from the confines 
of this article. Such plans are those the effect of which is to incur income 
tax consequences simultaneously with the creation of the plan, long ante- 
dating the death of the employee. This article deals with situations where 
for various reasons the income tax consequences are postponed beyond 
the date of the employee’s death. The plan may envisage contributions by 
the employee as well as the employer. To simplify the problem and 
crystallize the issues so far as possible, contributions by employees are 
omitted from the scope of the discussion. 

There is also omitted from consideration the situation where one trans- 
fers certain assets in return for an employment contract with an amount 
certain, which may extend for a period certain beyond the employee’s 
death, payable to his estate.** Such a situation is comparable to the pur- 
chase concept under the partnership cases. 


(1) Income Tax Consequences 


Employment Contract. The Flarsheim case ** presents one type of situa- 
tion for consideration by this article. In 1928 the decedent had become 
dissatisfied with his employment arrangement with the employer corpora- 
tion and considered terminating his oral agreement with the corporation 
and going into business for himself. In order to retain his material 
services at the St. Louis office, the employer corporation entered into a 
new contract of employment, including payments to him in case of his 
disability and also, in the event of his death, payments of $12,000 per year 
for his spouse, provided if the net earnings of the St. Louis office should 


20 Estate of Jack Messing, CCH T.C. Mem. Dec. 16,553(M) (1948) (et.). But cf. 
Estate of Edgar V. O’Daniel, 10 T.C. 631 (1948) (i+t.). 

21 May D. Hatch, see note 8 supra. 

22 Flarsheim v. United States, 156 F.2d 105 (8th Cir. 1946) (i.t.). 
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be less than $12,000, the deficit would be made up in the following years. 
Following the decedent’s death the payments of $12,000 per year were 
made to the decedent’s widow, who sought on several grounds to exclude 
the annual payments as taxable income to her. The Court held that the 
payments in each year were wholly taxable as income to the widow under 
section 22(a) of the Code.** The Court asserted that the contract vested 
in the widow “a right to receive income derived from a particular busi- 
ness” during her life as an equitable charge upon the business itself. 
Further, the Court asserted that the contract was not an assignment by 
her husband of future income because he could not assign “anticipated 
income to which he had no right or title.” So far as the employer corpora- 
tion was concerned, the Court held that the obligation to pay was incurred 
from year to year after the death of the decedent and only when net income 
was earned by the corporation from the St. Louis office. Hence the expense 
could not be attributed to prior years, for such amounts were neither paid 
nor incurred in those years.™* 

Death Payments. In the Sutro case * the decedent was employed by a 
corporation, with knowledge of the existence of a so-called “insurance” 
plan which provided payments to dependents of deceased employees based 
on salary and number of years of service. The case arose in a community 
property state and the sole question was whether the part which the widow 
received as her half was a non-taxable gift or was in the nature of addi- 
tional compensation and taxable as income. The amounts were payable by 
the employer corporation, the plan stating that it was a “voluntary” one, 
which could be withdrawn or modified at any time, but that the corpora- 
tion “guaranteed” payment according to the terms of the plan in force 
at the time of death. The Court held that although the plan stated that it 
was “voluntary,” it created in fact an enforceable obligation on the part 
of the employee or beneficiary, and there being an enforceable obligation, 
there could be no gift. The Court further held that the spouse was accord- 
ingly subject to an income tax for such post-death payments, again under 
section 22(a) of the Code.** The Treasury in a subsequent ruling approved 
and adopted the theory of the Sutro case.” 


28 T.R.C. §22(a) is the broad income provision which includes gains, profits, and income 
derived from any source whatever. Reg. 111, Sec. 29.22(a)-2 provides that “pensions or 
retiring allowances paid . . . by private persons are income to the recipients.” 

24 Seavey & Flarsheim Brokerage Co., 41 B.T.A. 198 (1940). 

25 Sutro v. United States, 30 AFTR 1618 (D.C. Cal. 1942) (i.t.). 

26 In the Sutro case (see note 25 supra) the widow paid an estate tax on half the award 
of $100,000 and returned the other half as income to herself under the community prop- 
erty law. She then brought an action for the return of the federal estate tax paid. That 
case was dismissed and a refund made by the Treasury. /bid. at 1620. The instant case 
was for a refund of her income tax paid. 

27 1.T. 3840, 1947-1 Cum. But. 7 (1947). 
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Pension Plan. In the Varnedoe case,”* the decedent had been employed 
by the fire department at Atlanta, Georgia. Pursuant to the state statute, 
following his death the widow commenced receiving pension payments of 
$100 per month. During his employment the decedent had received a salary 
of approximately $200 per month and deductions were made from his 
salary for the statutory fund. The widow contended that she should not 
be taxed on such post-death payments. The Court, however, held that the 
payments were taxable to her as ordinary income under section 22(a) of 
the Code. The Court asserted that the payments were not mere gifts or 
gratuities, but that the payments were awarded to the widow in considera- 
tion of services rendered to the city by the decedent in his lifetime. 

Survivorship Annuities. An increasingly popular plan of employee 
benefits is the survivorship annuity. Under such plan the employee is 
given an annuity upon retirement and his wife or other dependent is given 
an annuity after his death. Usually the employee is given the right to 
designate the person to receive the annuity after his death. Under many 
such plans the employee is also given an option to accept a retirement 
annuity without survivorship features or a retirement annuity in a lesser 
amount with survivorship features. 

In all such cases, all amounts received by the surviving wife or other 
beneficiary are taxable, under the provisions of section 22(b)(2) of the 
Code applicable to annuities, to the same extent that they would have been 
included in the income of the deceased employee had he lived and received 
such payments.” If the employee has contributed to the cost of the 
annuity, three per cent of his contribution (which, as we shall see, may 
include the employer’s contribution if taxable as income to the employee 
in the year of contribution) is taxed as ordinary income and the balance 
is considered as return of such contribution and excluded from gross 
income until the aggregate amount thus excluded is equal to such contri- 
bution. Thereafter, all amounts received are taxable as ordinary income. 
If the entire contribution was thus excluded from gross income by the 
employee during the period of his retirement annuity, then all payments 
received by the surviving annuitant are taxable in their entirety as ordi- 
nary income. A similar situation exists where the employee made no con- 
tribution to the cost of the annuity. 

The cost to the employee includes only amounts actually paid by him 
for the annuity,*° except that if the cost of the annuity was taxed to the 
employee as income at the time of its acquisition, such amount is part of 

28 Varnedoe v. Allen, 158 F.2d 467 (5th Cir. 1946). 


29 Reg. 111, Sec. 29.22(b) (2)-5; Ella B. Higgs, 16 T.C. No. 2 (1951) (i-t.). 
80 Ella B. Higgs, supra note 29; Charles L. Jones, 2 T.C. 924 (1943) (i.t.). 
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the employee’s cost.** In the recent case of Ella B. Higgs * the argument 
was advanced by the surviving annuitant that when the employee elected to 
reduce his retirement amounts and create the surviving annuity, the differ- 
ence between the value of the original retirement annuity and the value of 
the lesser retirement annuity represented the cost of the survivorship 
annuity. This argument was expressly rejected in the Tax Court’s 
opinion. 
(2) Estate Tax Consequences 


The estate tax consequences of post-death employee payments under 
pre-existing plans present a more complex problem. The inclusion of the 
right to the payments as an estate asset depends upon the specific applica- 
tion of the estate tax provisions of the Code. 

Employment Contracts. In the Estate of Paul G. Leoni ** the employee 
entered into a contract with the employer pursuant to which, upon the 
death of the employee while working for the employer corporation, his 
salary would be continued for a period of six months, payable to his 
widow or to his estate in the event of her death, and in addition, the 
corporation would pay his widow an annual sum of $2,500 for a 
period of eight years after his death if still employed by the corpora- 
tion, or after his retirement. After the employee’s death while in the 
company’s employ, the corporation paid his widow the sum of $10,500, 
representing the continued salary for a period of six months. Also the 
employer paid the widow the sum of $2,500 per year less the withholding 
tax for income tax purposes. The: Commissioner included in decedent’s 
gross estate the value of the right of the decedent’s widow to receive the 
annual payments at their commuted value. The widow contended that 
none of the post-death payments should be included for estate tax pur- 
poses. With regard to the right to the post-death six months salary, the 
Court asserted it to be clear that the Commissioner had properly included 
such amount in the decedent’s estate. As to the annual payments of $2,500, 
the Court held that this right to payments was also properly includible in 
his estate. The Court found that these latter payments constituted “a 
transfer of property procured through the performance of services by the 
decedent, with the intent of having it pass at the time of his death. The 
death of the decedent was the operative fact which matured the promisor’s 
duty to pay and completed the shifting of the economic benefits of prop- 
erty.” Such transfer, the Court concluded, came within the purview of 
section 811(c) of the Code. 


81 Charles L. Jones, supra note 30; Richard R. Deupree, 1 T.C. 113 (1942) (i.t.); 
Renton K. Brodie, 1 T.C. 275 (1942) (i.t.). 

32 See note 29 supra. 

83 CCH T.C. Mem. Dec. 16,657(M) (1948) (et.). 
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In Estate of William L. Nevin ** the decedent was the managing trustee 
of a substantial interest which controlled several corporations in which he 
served as an officer and director. He was well advanced in age and no 
longer competent to perform his various business functions. In order to 
effectuate his retirement from all of his official functions, provided that 
during his life his advice and assistance was to continue available, a con- 
tract was entered into between the decedent and the parent corporation by 
which the parent corporation was to pay the decedent the sum of approxi- 
mately $50,000 per year for a period of ten years, and in the event of his 
death such payments were to be made to his widow. He died about six 
years after the execution of the agreement, and thereafter the payments 
were continued to her. The Commissioner included in the decedent’s estate 
the value of the right to the expected payments at their commuted value as 
of the time of the decedent’s death, viz., $210,311.61. The widow con- 
tended that the amounts to be paid to her should be excluded from the 
decedent’s estate as a voluntary pension. The Court included the amount 
in the decedent’s estate as a transfer intended to take effect at the time of 
death. The Court pointed out that the payments to the widow could in no 
manner be considered a voluntary pension, since they were made under a 
contract formally executed and legally binding. The decedent’s death 
brought the widow’s enjoyment of the right into being. 

Other Types of Plans. The cases discussed in the preceding two para- 
graphs dealt with instances where the employee and employer entered 
into a binding contract, with the rights and duties of all the parties clearly 
delineated and established. For the most part, however, post-death em- 
ployee benefits derive from plans in which the employee is not a primary 
or direct contracting party. Such plans may include death benefits, pen- 
sions, and annuities, both qualified and unqualified. For purposes of sim- 
plicity, it will be assumed in this discussion that the contributions were 
wholly made by the employer.** 

Where the plan established by the employer provided that the granting 
and continuing of every pension was wholly within the discretion of the 
trustees and that no vested rights were conferred, and where payments 
thereunder were made to the decedent’s widow, it was held that the value 
of the rights to such payments is not includible in the estate. Under such 
circumstances the Court found that the fund neither created a vested 


8411 T.C. 59 (1948) (e.t.). 

85 To the extent of any contributions made by the employee and to which he has a 
right, such amounts are includible in the estate. See the estate cases cited herein. Many of 
the cases cited include contributions by employer and employee. However, as noted supra, 
the issues will be more clearly drawn if such employee contributions are omitted from 
the discussion. 
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right in the decedent or his beneficiaries, nor imposed any contractual 
obligation.** 

In another instance the plan provided for retirement benefits for the 
employee and for his widow at his death, but declared that no pension 
should be granted until the decedent reached 60 years of age. Upon his 
death at age 56 the pension was nevertheless granted to his widow. Here 
the Court held that at the time of his death neither he nor his widow was 
entitled to any payments. The Court concluded that it could discover no 
right in the decedent prior to death that his widow should receive the 
pension, which was actually paid to her, based upon the discretion of the 
employer under the plan. So far as the decedent was concerned, he had 
no more than an expectancy.* 

In addition, where the decedent had no choice as to his widow’s pension, 
and the rights to the post-death payments were subject to various con- 
ditions and contingencies, such as that the pension should terminate upon 
her remarriage, the Court held that the effect was to prevent the decedent 
from acquiring “fixed and enforceable property rights” which were sus- 
ceptible to transfer by him within the meaning of section 811(c) of the 
Code.** 

Where the employee, entitled to benefits under a plan, has the power 
to designate the persons who shall receive his post-death payments, still 
further problems are involved. Such a power raises the further questions 
whether the exercise of the power constitutes a transfer to take effect 
upon death under sections 811(c) or (d), and whether the mere existence 
of the power constitutes the possession of a power of appointment so as 
to render the property subject to it taxable under section 811(f). 

Early rulings and cases appear to follow the theory that the exercise 
of a power to designate the survivor beneficiary does not constitute a 
transfer under sections 811(c) or (d), or their prior equivalent sections, 
if the employee had no vested property rights at the time of such exercise. 

In G.C.M. 17817 * the Treasury ruled that where the employer had 
the right to modify or withdraw the plan at any time, the employee’s 
interest in the post-death payments was “nothing more than an expectancy, 
which is not a property right and, therefore, not includible”’ under the 
equivalent of section 811(a).*° This ruling did not discuss a possible 


36 Estate of Edmund D. Hulbert, 12 B.T.A. 818 (1928) (e.t.). 

37 Estate of Emil A. Stake, 11 T.C. 817, 824 (1948) (e.t.). Under comparable facts 
the Court reached the same result in Estate of William S. Miller, 14 T.C. 657 (1950) 
(e.t.), which involved a plan qualified under section 165 of the Code. 

88 Estate of William S. Miller, supra note 37; Estate of Frank M. Gordon, CCH T.C. 
Mem. Dec. 17,667(M) (1950) (e.t.). 

39 G.C.M. 17817, 1937-1 Cum. Butt. 281 (1937) (e.t.). 

40 ].R.C. §811(a) provides that all property shall be included in the gross estate “to 
the extent of the interest therein of the decedent at the time of his death.” 
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application of the equivalent of the provisions of the present sections 
811(c), (d), or (f) to the power of designation.** 

In Dimock v. Corwin * the employer also reserved the right to with- 
draw or alter the plan. The employee had the right to designate originally 
and later change the designation of the surviving beneficiary. If the desig- 
nated beneficiary did not survive the employee, all obligations of the em- 
ployer ceased upon the death of the employee. The employee did designate 
his wife, who did in fact survive him. The Court followed G.C.M. 17817 
in deciding that the right to such payments to the surviving wife was not 
taxable under the equivalent of the present section 811(a) of the Code. 
It also decided that such right was not taxable under the provisions of the 
equivalent of the present sections 811(c) and (d), stating that the fact 
that a payment did accrue to the widow was not to be traced “to a transfer 
of anything from [the decedent employee] to his wife, but to the circum- 
stances that the annuity which he had enjoyed became extinct through 
his death, and a new relation came into existence between the company 
and (his wife).” 

In the recent case of Estate of M. Hadden Howell ** a similar result 
was reached. In that case the employee was entitled to receive a retire- 
ment annuity in 1949 if living and in the employ of the company at that 
time. He had the option to accept a lesser retirement annuity and create 
a survivorship annuity for his designated beneficiary. In 1944 he elected 
to receive the lesser retirement annuity and designated his wife as the 
beneficiary of a survivorship annuity. Almost immediately thereafter, in 
1944, the employer purchased for him an immediately effective retirement 
and survivorship annuity and he retired from his employment. The Court 
concluded that the right to the survivorship annuity was not includible in 
his estate under the provisions of section 811(c), pointing out that under 
the original plan the employee had to be living and in the employ of the 
corporation in 1949. The Court concluded that since this requirement 
was never fulfilled when he exercised his power in 1944, he had “no vested 
right or even contingent interest” in the retirement benefits, but had only 
a “hope or possibly an expectancy that rights might accrue to him which 
he might in part elect to go to the benefit of his widow.” 

Two other recent cases, Estate of William J. Higgs and Estate of 
Frederick J, Twogood,** appear quite definitely to establish that the exer- 


41G.C.M. 17817, supra note 39. It has more recently been cited in Estate of William 
L. Nevin, supra note 34, at 64, and in Estate of Emil A. Stake, supra note 37, at 823. 

4219 F.Supp. 56 (E.D.N.Y. 1937), on appeal on other grounds, 99 F.2d 799 (2d Cir. 
1938), 306 U.S. 363 (1939). 

4315 T.C. 224 (1950) (et.). 

44Estate of William J. Higgs, 12 T.C. 280 (1949) (et.), rev’d, 184 F.2d 427 
(3d Cir. 1950) ; Estate of Frederick J. Twogood, 15 T.C. No. 129 (1950) (e.t.). 
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cise of a power to accept a lesser retirement annuity and create a survivor- 
ship annuity, made after October 8, 1949, is such a transfer under the 
provisions of the present section 811(c) as to include, for estate tax pur- 
poses in the estate of the employee, the value of the survivorship annuity. 
Transfers made before October 8, 1949 are not includible only because 
of the express provisions of the Technical Changes Act of 1949 which 
followed the Supreme Court decision in the Church case.** In the Estate 
of Higgs case the option to create the survivorship annuity and designate 
the beneficiary was exercised after the employee retired ; therefore he may 
be said to have had a vested property right in the plan at the time he exer- 
cised his right. In the Twogood case the option was exercised before such 
property right in the plan vested upon retirement. The Court specifically 
discussed this difference and stated that “it is our opinion that the right 
to receive an annuity is property albeit receipt is conditioned on survivor- 
ship or continued employment.” In this regard it is difficult to reconcile 
the opinion in the Twogood case with that in the Howell case,*® which 
preceded the Twogood case by only a few months and which was not cited 
or discussed therein. 

Estate of Eugene F. Saxton * is the only case which expressly discusses 
the possible application of the provisions of section 811(f) to the existence 
of a power to designate a beneficiary to receive benefits after the death of 
the employee. In this case the employer voluntarily created a ten-year 
profit-sharing plan for its employees. The plan provided that in the event 
of the employee's death during the term of the trust, the employee’s share 
was to be paid according to his testamentary directions, otherwise to his 
issue. The employee made no testamentary direction and his share was 
paid to his issue. The Court held that the employee’s power constituted 
a power of appointment under the provisions of section 811(f), but that 
in the particular case it did not render the property taxable because it was 
created prior to 1942 and not exercised.** Similarly, a power of appoint- 
ment would not render property taxable in the employee’s estate if it were 
limited to the excepted class defined in the Code.* 

Finally, it should be clear that whenever the right to the payments is 
vested, such right, however designated, will be included in the estate. Such 
an example is where the employer established a plan by which it was to pay 
to any beneficiary designated by the decedent post-death payments “as a 

45 Pub. L. No. 378 (1949), amending I.R.C. §811(c) (2) ; Comm’r v. Church, 335 U.S. 
632 (1949), rehearing denied, 336 U.S. 915 (1949). 

468 Supra note 43. 

4712 T. C. 569 (1949) (e.t.). 

48 Revenue Act of 1942, Sec. 403(d), as amended by Pub. L. No. 137, 81st Cong., Ist 


Sess. (1949), and Pub. L. No. 578, 81st Cong., 2d Sess. (1950). 
49T.R.C. §811(f£) (2) (A). 
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gratuity.’ The employee then designated a person to receive such pay- 
ments.°° The Court found that the decedent had a property interest in the 
plan, which he had transferred, and it was includible in the estate under 
section 811(c). The fact that the plan referred to the payments as a 
“gratuity” was held immaterial. 


(Cc) THE COMBINED EFFECT OF THE ESTATE TAX AND INCOME TAX 


An opportunity for a clear-cut decision on the problem of the combined 
impact of the estate tax in the estate of the employee on the value of the 
right passing to the survivor, and of the income tax on the income flow- 
ing from such right when in fact received by the survivor, was presented 
to the Tax Court in the two Higgs cases. In those cases the Govern- 
ment sought to assert both such taxes. The necessity for such clear-cut 
decision was eliminated only by the Circuit Court reversal of the Tax 
Court decision relative to the estate tax. In the income tax case the tax- 
payer advanced the argument that the right to the income had been capi- 
talized by its being taxed in the estate of the decedent employee, and 
therefore the moneys when received constituted as a matter of law re- 
coveries on account of a capital investment, not taxable income. The tax- 
payer also sought relief under section 126(c) of the Code. Both of these 
arguments were held inapplicable due to the fact that the Circuit Court had 
held that the right to the income was not subject to estate tax. 


OTHER Types oF Contracts TO MAKE Post-DEATH PAYMENTS 


The problems herein considered can arise in any type of situation where 
the only relation established is that of a contract to make payments which 
are to be continued in spite of the death of either of the contracting parties. 
Only a few types will here be considered. 


(A) INSURANCE RENEWAL COMMISSIONS 


One of these types of contracts may exist in the case of insurance 
renewal commissions, payments of which are to be continued after the 
death of the insurance broker or agent. The situation pertaining to in- 
surance renewal commissions is interesting, in that, much as in the personal 
service partnership cases, the concepts are confused and the legal reasoning 
at various times has run the same gamut. 

In an early Treasury ruling it appeared that the decedent had been 
employed as an agent by a company engaged in the insurance business. 


50 Estate of Raphael A. Casilear, P-H T.C. Mem. Dec. {145,328 (e.t.). 
51 Ella B. Higgs, note 29 supra; Estate of William J. Higgs, note 44 supra. 
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He was allowed to secure business on his own on which he was to be paid 
certain rates of commission. Subsequently it was agreed that in the event 
of his death the company was to pay his widow the same rate of commis- 
sion on any renewal business for a period of five years after his death. 
The decedent died in April, 1917 and the amount of commissions received 
after that date for the balance of the year was included in the income tax 
return of the estate. However, the Treasury ruled that this amount of 
post-death commissions payable to the widow was in fact income to her 
and was taxable to her under the present equivalent of section 22(a). 
The Treasury referred to the analogy which exists in the case of pensions 
which are to be accounted for as income, and are similarly taxable to the 
widow. The Treasury concluded that it had consistently held that renewal 
insurance premiums constitute taxable income, and it was the Treasury’s 
opinion that even though the widow rendered no service to the company, 
the payments made under the contract whereby the widow “acquired a 
right to receive the renewal premiums in question for a period of five years 
after the death of her husband, constitute taxable income in her hands.” © 

A subsequent Treasury ruling, I.T. 1563, presented both the estate tax 
and income tax aspects at once. The value of the right to renewal com- 
missions had. been included in the decedent’s estate, and it was argued by 
the taxpayer that the commissions had thereby become capitalized and 
the commissions when received by the estate were not income. Under the 
contract the agent was entitled to a commission upon premiums subsequent 
to his death but only in the event of payment. The Treasury asserted that 
the right to the commissions and the commissions themselves were “two 
different things.” Hence, the estate tax upon the right was entirely un- 
related to the income tax upon the commission itself when received. Thus 
the Treasury stated: “Considered in some aspects, the renewal commis- 
sions actually paid may be regarded as fruits of the rights. The fact, 
therefore, that the rights under such contracts had been subject to estate 
tax does not prevent the taxation of the fruit of such rights as income 
insofar as they represent income.” ** Under this method, of course, if the 
estate were in the 50% surtax bracket for both taxes, together they could 
wipe out the entire post-death renewal commissions. 

Recognizing the inherent inequity of I.T. 1563, the Treasury several 
years later decided to modify that position.°** The question arose in a 
situation where the agent had a contract for stated percentages of the 
yearly renewal premiums, the commissions applying to all premiums (life) 
paid for the first ten years of the policy written, or until the insured 

52 A.R.M. 115, 4 Cum. Butt. 77, 79 (1921) (i+t.). 


537.T. 1563, II-1 Cum. Burr. 49, 50 (1923) (it. and e.t.). 
547.T, 2552, IX-2 Cum. Butt. 332 (1930). 
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ceased to pay such premiums, whichever occurred first. The contract right 
to receive a percentage of future renewal premiums was included in the 
estate of the agent decedent. Under his will a trust had been created to 
which the renewal commissions were to be paid. The trust paid no income 
tax on the commissions and the trustee asserted that there could be no 
income tax until the full value of the right to commissions, as set out in 
the estate tax return, was received. The Treasury recognized this situa- 
tion to be analogous to the partnership cases, and then, relying in part 
upon the Blodget case involving a personal service partnership, and 
quoting from that case at great length, the Treasury concluded that “only 
the excess of sums received after the decedent’s death over the fair market 
value of the contract right at the decedent’s death is income, subject to 
— 

In view of the confusion which exists in the personal service partner- 
ship cases and the fact that the Blodget case * more accurately portrays 
the law of a particular moment, it would follow that the Blodget doctrine 
has the same limited horizon in the case of post-death insurance renewal 
commissions. 

This conclusion was substantiated in the Tax Court case, Estate of 
Thomas F. Remington.** In that case the decedent had been an insurance 
broker with an insurance firm, and was successful, because of personal 
friendship, in securing the business of a large chain of hotels. There- 
after the decedent left the employ of the insurance firm. Immediately 
prior to leaving the insurance firm, the decedent entered into an agree- 
ment regarding the business of the large hotel chain, which provided that 
he would receive one-half of the net commissions, and in the event of his 
death the commissions would be paid to his estate for a period of six 
years. Shortly thereafter the decedent died. Thereupon the decedent’s 
widow entered into an agreement with the same insurance firm to sell it 
all her husband’s insurance brokerage business, including the right to 
share the commissions (standard insurance) referred to above, the insur- 
ance firm agreeing to pay her one-half the net commissions, for a period 
of six years. The widow thereafter received commissions which she 
reported as capital gains so far as the hotel chain was concerned, and did 
not include the other commissions in any respect as income. The Com- 
missioner included all the renewal commissions and treated them as ordi- 
nary income. The widow contended that the insurance premiums were 


55 Supra note 7. 

56 G.C.M. 8226, IX-2 Cum. Butt. 194, 198 (1930) (i.t.), as modified by G.C.M. 11473, 
XII-1 Cum. Butt. 91, 93 (1933) (it.). 

57 Supra note 7. 

58 Supra note 15. 
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exempt as property received by devise or inheritance.°® The Tax Court, 
however, held the amounts taxable as ordinary income.” 

The Court in the Remington case relied in great part upon the per- 
sonal service partnership cases. Thus, it pointed out that since there was 
no good-will or other asset to sell, as in the Bull case,” there was no capital 
asset and there could be no cost basis, and accordingly there could be no 
sale. Drawing upon another personal service partnership case, Charles F. 
Coates,” the Court stated that in that case “it was recognized that an estate 
might be taxable on a right to receive income, acquired as part of the 
estate, and then on that income when received.” 

Thus, the situation pertaining to post-death insurance renewal com- 
missions is hardly in a better position than that existing in the case of 
personal service partnership, and the problem is no less confused. It would 
seem as though the Court had returned to I.T. 1563 * in which the estate 
tax and income tax consequences are independent considerations.” 


(B) ROYALTY CONTRACTS 


Another type of contract involving the problem here under considera- 
tion exists in the case of contracts for royalties in connection with patents, 
copyrights, or similar interests. Thus, suppose the inventor of a patent 
were to enter into an agreement with a corporation for the use of his 
patent on a percentage royalty return. Assume that his patent has no cost 
basis, has a remaining life of five years when he dies, and that it is esti- 
mated that the royalties will amount to about $20,000 per year. Is the 
value of the right to the royalties for estate taxes about $100,000, and 
is the receipt of $20,000 in royalties taxable as ordinary income in each 
year? 

For estate tax purposes, the value of property rights in and to musical 
compositions, identified by the royalties therefrom, have been held properly 
includible in a decedent’s estate.** Also the value of the contract for the 
use of a trade name, together with the right to manufacture and sell there- 


59 The decedent was heavily in debt at the time of his death. What is meant, no doubt, 
is that the right to commissions was within the exemption under I.R.C. §935(c), and 
having been capitalized for estate tax purposes (even though there was no estate tax), 
there could be no income. 

60 At the same time the Court dismissed any distinction in the treatment of standard 
and life insurance commissions. 

61 Supra note 9. 

62 Supra note 13. 

63 Supra note 53. 

64 For the application of I.R.C. §126, see the discussion infra. 

65 The value would, of course, as in the other instances, be the commuted value, but 
this is again omitted for purposes of simplicity. 

66 Estate of Ralph Rainger, 12 T.C. 483 (1949), on appeal 9th Cir. (e.t.). 
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under, which had been sold by the decedent on a royalty basis, was in- 
cluded in a decedent’s estate.* 

So far as income taxes are concerned, an early case, John L. White- 
hurst,°* supports the position that the inclusion of the right to patent 
royalties for estate tax purposes capitalizes the same, and that such re- 
ported amounts could be amortized over the remaining life of the patent. 
The Board of Tax Appeals held that the patents were subject to exhaustion 
and that the amortization of the amount reported for estate taxes was 
proper. The Commissioner did not agree and therefore refused acqui- 
escence.*? Apparently the Treasury would not give any consideration to 
the estate taxes paid in ascertaining the income taxes due.” 


THE CorrEcT APPROACH ? 


No matter which of the alternative methods is adopted, it will be noted 
that there are inequities to the Government or the taxpayer. Thus, if we 
treat the amount included for estate tax purposes as capitalized and only 
tax the excess as income, we would find that a small estate, by virtue of 
the estate tax exemptions “* and marital deduction,”* might escape the 
payment of both estate taxes and income taxes. The Tax Court objected 
to such a result in, for example, the Remington case.” 

On the other hand, if the distribution is taxed only as income, and the 
right to income is treated as having a zero value, the door is being opened 
for the creation of a type of asset exempt from estate tax. The only argu- 
ment that can be advanced in favor of this second method is that it pre- 
vents the situation where all taxation can be avoided. The distributions 
are at least taxed for income tax purposes. 

Where, however, the right to income is included for estate taxes and 
the income itself is also included for income taxes, so that the distributions 
can be wholly depleted by taxation, there is an inherent unfairness to the 
taxpayer which can assume disastrous proportions. 


87 Estate of Pedro Pacheco Martinez, P-H T.C. Mem. Dec. {39,223 (e.t.). 

6812 B.T.A. 1416 (1928). 

89 Jd. Nonacq., VIII-1 Cum. Butt. 62 (1929). 

70 See also Revenue Act of 1950, Sec. 210, which now defines a capital asset to exclude 
“a copyright; a literary, musical, or artistic composition; or other similar property,” 
requiring their present taxability on a sale or exchange as ordinary income. Also see 
Summary of H. R. 8920, “The Revenue Act of 1950,” As Agreed To By the Conferees, 
15 (1950). 

71 T.R.C. §935(c). 

72 TLR.C. §812(e). 

78 Supra note 15. 
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RELIEF UNDER Existinc LAws 


Having in mind the third method, does the Code presently offer any 
relief to this combined impact of both the estate and income taxes on 
essentially the same item? There are only a few possibilities and they will 
now be examined. 


(A) APPLICATION OF SECTION 126 OF THE CODE 


One possible source is the application of section 126 of the Code. 
Under that section a person who includes in his income an item of in- 
come in respect of a decedent is allowed for the same taxable year a 
deduction for income tax purposes of a proportionate amount of the estate 
taxes paid by reason of the inclusion of the same item in the decedent’s 
estate. 

The significant factor about section 126 of the Code is that the deduc- 
tion provided by that section under subsection (c) thereof applies only 
to items which are included by virtue of subsection (a) of such section. 
Therefore, before it can be determined whether the deduction applies, it 
must be clear that the post-death payment is includible under subsection 
(a) of section 126. 

Prior to 1934 certain income which a taxpayer on a cash basis had 
earned but had not yet received, escaped income taxation upon his death. 
In order to subject to tax such income as was otherwise escaping tax, the 
revenue laws were amended in 1934 to provide that in the event of the 
death of a taxpayer there was to be ‘included, in computing net income for 
the taxable period in which the date of his death falls, ‘amounts accrued 
up to the date of his death if not otherwise properly includible in respect of 
such period or a prior period.” * By this means, in effect, a decedent, 
reporting during his life on a cash basis, was placed simultaneously on 
both his cash basis and on an accrual basis for the taxable period in which 
his death occurred.” 

This effort to plug a loophole in actual experience turned out to be too 
harsh to the taxpayer. The pendulum had swung from one extreme to the 
other. For, as a result of the 1934 law, hardship resulted in many cases 
through the inclusion in the income of the decedent’s last taxable period 
amounts which would be receivable over a period of several years. Hence, 
in 1942 the laws were again amended, with the purpose of preventing 
the escape of income which prior to 1934 could escape taxation, but at the 
same time lightening the burden so that such amounts could be taxed to 


74 Revenue Act of 1934, Sec. 42. 
75 Helvering v. Enright’s Estate, 312 U.S. 636 (1941) ; Pfaff v. Comm’r, 312 U.S. 646 
(1941). 
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the same extent as if the decedent had remained alive and received them." 
These changes, so far as here material, were included in what is now 
section 126 of the Code.” 

It is to be noted that both the 1934 and the 1942 Acts dealt specifically 
with income which prior to 1934 might otherwise escape income taxation. 
If prior to 1934 income was otherwise includible and did not escape taxa- 
tion, then technically section 126 is not applicable. And such income, not 
being includible by virtue of section 126(a), is similarly not entitled to 
the deduction allowed by section 126(c). 

With this technical analysis of section 126 of the Code, the various 
types of situations dealt with herein may now be considered to ascertain 
whether such post-death payments were in fact taxable under other pro- 
visions of the law prior to 1934 and since. 

Personal Service Partnership. In the case of a personal service partner- 
ship which is continued under agreement after the partner’s death, income 
distributions which arose wholly from work commenced after the death 
of the partner and without relationship to the period preceding his death, 
have always been taxed to the decedent’s estate or other beneficiary as a 
new or continuing partner."® The method for taxation of partners derives 
from section 182 of the Code and its prior equivalents. Hence, section 126 
is inapplicable and has in fact never been applied. 

Annuities. Annuities have been taxable for income tax purposes under 
section 22(b)(2) of the Code, or its prior equivalents, for a long time 
prior to 1934. This is now true whether the plan is qualified or not. This 
question was raised in a Special Ruling issued by the Treasury, and it 
was concluded that for the reasons herein discussed section 126 was not 
applicable. Hence, the Treasury concluded that no deductions would be 
allowed in the income taxes for any estate taxes paid on the right to such 
annuity payments." 

Pensions Under a Qualified Plan. The Code specifically provides that 


76 Revenue Act of 1942, Sec. 134, amending, among others, I.R.C. §42(a), and adding 
§126. 

7H. R. Rep. No. 2333, 77th Cong., Ist Sess. and Sen. Rep. No. 1631, 77th Cong., 2d 
Sess., 1942-2 Cum. Butt. 372, 411, 504, 579 (1942). 

78 Thus see the Bull case, supra note 9, and the Coates case, supra note 13. For an 
analysis of the cases, see Cutler, Income Tax Consequences Following the Death or 
Withdrawal of a Partner, supra note 3. 

79 Special Ruling, Oct. 9, 1946, CCH {6132 (1947). Attention is directed to the 
fact that the regulations under sections 22(b)(2) and 165 of the Code each contains a 
reference to section 126(a) (“See also Section 126(a).”). Reg. 111, Secs. 29.165-6 
and 29.22(b)(2)-5. What this reference means in the light of the Treasury’s expressed 
position, is difficult to fathom. Where the post-death annuity payments are not con- 
tinued to another beneficiary after the decedent’s death but are paid in a lump sum, then 
the Treasury holds that amount is no longer taxable as an me and is includible under 
section 126(a). I.T. 3744, 1945 Cum. Butt. 192. 
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pensions under a qualified plan are to be taxed for income tax purposes 
to the same extent as if they were an annuity under section 22(b) (2) of 
the Code. Hence, so far as qualified pension plans are concerned, they are 
in the same category as annuities and are neither includible under section 
126 nor entitled to its deductions. 

Other Pension Plans. Excluding the gift considerations, pensions other 
than under qualified plans have, long antedating the 1934 law, been and 
are now taxable as ordinary income to the deceased employee’s widow or 
other beneficiary under section 22(a). Using the above logic, and adher- 
ing to the expressed view of the Treasury in the case of annuities, the con- 
clusion follows that again section 126 does not apply.*° 

Contracts of Employment with Provision for Post-Death Payments. 
Where there is a binding contract of employment, as in the Flarsheim 
case, and pursuant thereto post-death payments are made to the widow, 
taxability to her has been established under section 22(a) of the Code.” 
Again the deduction under section 126 is not available, since taxability 
has not been based on that section. 

Insurance Renewal Commissions. In the early ruling by the Treasury, 
post-death insurance renewal commissions payable to the deceased agent’s 
widow were held taxable to her under the former equivalent of section 
22(a) of the Code.** This being so, again section 126 would not 1‘ 
applicable. However, in the Remington case * although neither of the 
contending parties had sought to utilize section 126, the Judge of the Tax 
Court volunteered a belief that the income could be includible under that 
section. The Judge, however, pointed out his own reservations of doubts 
as to the application of that section by stating, “But, if it be thought that 
the 1942 amendments, which the parties do not discuss, are inapplicable 
for any reason, we must conclude that the receipts constituted ordinary 
income in any event.” The Court then asserted other grounds for inclu- 
sion of the distributions as ordinary income of the widow. The reserva- 
tions of the Court are not without justification, for technically it would 
seem that section 126 was not applicable.** 

Summary. It thus appears, with respect to the types of situation herein 
discussed, that where the estate tax and the income tax are treated wholly 
independently, a deduction for the proportionate estate tax on the income 
tax under the method provided by section 126 is not allowed. 


80 See Special Ruling, Oct. 9, 1946, supra note 79. 

81 Thus see the Flarsheim case in the Circuit Court, supra note 22. Also see the same 
case in the District Court, 62 F.Supp. 740 (D.C. Mo. 1945). 

82 See A.R.M. 115, supra note 52. 

83 Supra note 15. 

84 Further, it is to be noted that the estate tax deduction was not in issue, since the 
estate was within the exemption, and the only question was the inclusion for income tax 


purposes. 
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(B) DEDUCTION OF DEPRECIATION 


Another possibility for mitigating the combined impact of the estate 
and income taxes upon essentially the same property, would be for the 
recipient of the income to claim a depreciation deduction for the exhaus- 
tion of the right to the income as a depreciable capital asset. Such de- 
preciation deduction, if permissible, would have the practical effect of 
offsetting the income, when received, for income tax purposes. The 
applicability of this theory, however, is drastically limited under the 
present provisions of the Code. 

In order to be entitled to depreciation, property must first have a basis. 
Section 113(a)(5), entitled “Property transmitted at death” establishes 
the fair market value at the time of death as the basis for property coming 
within its terms. This section, however, includes within its provisions 
only property “acquired by bequest, devise or inheritance.” *° It does not 
cover within its provisions all properties includible in the estate of a 
decedent for estate tax purposes. Many of the items that have been con- 
sidered in this article, although subject to estate taxes, do not acquire a 
basis under section 113(a) (5) because they are acquired by contract and 
not by bequest, devise, or inheritance. 

Having a basis, property may not be made the subject of depreciation 
due to exhaustion unless it falls within the provisions of section 23(1) 
of the Code and consists of (1) property used in the trade or business, 
or (2) property held for the production of income.** Few, if any, of the 
items considered in this report would qualify as property used in the trade 
or business. Whether or not such items would qualify as property held 
for the production of income is questionable.” 

In brief, it may be concluded that possible relief against the combined 
impact of both estate and income taxes through the use of a depreciation 
deduction is, at best, both limited and doubtful. 


85 The enlargement of these terms to include certain revocable inter vivos trusts, prop- 
erty passing under the exercise of a general power of appointment, and certain com- 
munity property interests is not relevant to this discussion. 

86 Section 24(d) of the Code provides that no deduction shall be allowed, in the case 
of a life or terminable interest, for shrinkage, by whatever name called. It appears that 
this section is intended to apply only to life or terminable interests carved out of prop- 
erty and not to terminable interests where such interest constitutes the entire property 
itself. Thus, note the purpose of this section as stated in H. R. Rep. No. 350, 67th Cong., 
Ist Sess., 1939-1 (Part 2) Cum. Butt. 177. Also note that in addition section 24(d) 
excepts from its application deductions provided for under section 23(1) of the Code, 
which deals with depreciation. 

87 The part of section 23(1) relating to depreciation of property held for the produc- 
tion of income was added to the Code in 1942. See Revenue Act of 1942, Sec. 121(c). 
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CONCLUSION AND A PROPOSAL 


The tax treatment, for estate and income tax purposes, of wasting 
assets, in the light of existing court decisions, is uncertain and inequitable. 
The inequity, so far as the taxpayer is concerned, is most evident in those 
cases where such assets are made subject to the independent and combined 
impact of both the estate and income taxes. 

The seriousness of the problem was recognized by the 80th Congress 
with respect to personal service partnerships, and a remedy proposed in 
a bill passed the House but was not enacted into law. In section 109 of 
the Revenue Revision Act of 1948 ** it was proposed to broaden the scope 
of section 126 of the Code by including under subsection (a) thereof the 
post-death partnership income payable to the decedent’s estate or any 
other beneficiary who acquired the right to such income from the deceased 
partner. No attempt was there made to determine whether the right to 
income was subject to estate tax. The effect of that proposed legislation, 
so far as here material, was only to permit relief from the income tax in 
the event of the taxation of essentially the same item under the estate tax. 

The principle there proposed was sound. Following that principle it 
would not be possible to wipe out the distributions of post-death income 
in their entirety. On the other hand, the Treasury is in no manner pre- 
vented from asserting such taxes as it believes applicable. The only addi- 
tional factor would be that to the extent that an estate tax is paid on the 
right to post-death partnership income, a deduction to that extent will 
be allowed on the realization of the, identical income when reported for 
income tax purposes. 

The weakness in section 109 of the Revenue Revision Act of 1948 is 
that it limited its scope to the personal service partnership type cases. 
Actually, as previously set forth, the problem arises in a variety of other 
situations. For example, the increasing popularity of annuities under 
qualified plans and under forfeitable types of unqualified plans, may make 
such wasting assets an even more serious problem than the partnership 
type of cases. 

It is therefore proposed that subsection (a) of section 126 be broadened 
to include all types of post-death income where the right to the income is 
derived from a decedent, to the extent that the right to the income is 
essentially the same as the income itself.*® Such reported income would 


88 Sec. 109, H. R. 6712, 80th Cong., 2d Sess. (1948). 
89 The following is a proposed amendment to effectuate the proposed change in sec- 
tion 126(a) of the Code: 


“(1) General Rule——The amount of all items of gross income in respect of a decedent 
which are not properly includible in respect of the taxable period in which falls the date 
of his death or a prior period, and all amounts paid to the estate of the decedent or to 
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then be entitled to a proportionate deduction under subsection (c) of 
section 126 for any estate taxes paid. Thus, in a small. estate, where no 
estate taxes have been paid, there would be no deduction. In a larger 
estate, the deduction for estate taxes paid would follow the formula estab- 
lished under that section. In addition, to the extent that the Bull case °° 
is literally followed and the right to income is treated as having a zero 
value so that no estate tax is paid thereon, no deduction for estate taxes 
would be allowed. The amendment would be intended only to remedy the 
harsh extreme where the estate tax and income tax are asserted in com- 
plete independence of each other. 


any person who acquired from, or by reason of the death of, such decedent the right to 
receive such income, where such income is properly includible in a taxable period oc- 
curring after the period of his death, and to the extent that the right to the income is 
essentially the same as the income itself, shall be included in the gross income, for the 
taxable year when received, of:” (Proposed changes italicized) 

90 Supra note 9. 

















Intra-Family Assignments: Attribution 
And Realization Of Income 
(First Installment) 


LLOYD GEORGE SOLL 


I. INTRODUCTION 


= problem of the gratuitous intra-family assignment is a creature 
of the progressive surtax. Clearly, the problem would be unimportant if 
the income tax were imposed at a flat rather than at a graduated rate. 
But it is important to choose the proper taxable person when, as is usually 
the case, the assignor is in a higher surtax bracket than his related 
assignee. If the statute makes no clear provision for the choice of taxable 
person, what role are the courts to play?’ The courts have properly filled 
the gap in the statute because intra-family deflection of income may not 
realistically shift the flow of benefits away from the assignor.’ If, then, 


Lioyp Georce Sott (B.S., City College of New York; LL.B., New York University 
School of Law, LL.M. in Taxation, New York University School of Law) is a member of 
the faculty of New York University School of Law and of the New York Bar; associated 
with Willkie, Owen, Farr, Gallagher & Walton, New York City. This article is part of 
a dissertation to be submitted in partial completion of the requirements for the degree 
of Doctor of Juridical Science at New York University School of Law. 


1If the judiciary is to be entrusted with the determination of what is income and when 
it is realized, it is not surprising that the legislature should leave to the courts the prob- 
lem of choosing the taxable person. See generally, Carpozo, THE NATURE OF THE JUDI- 
cIAL Process (1921). For an excellent bibliography on the subject of judicial “law- 
making,” see Judge Frank’s dissenting opinion in McAllister v. Comm’r, 157 F.2d 235, 
237 (2d Cir. 1946). 

2 See Paut, Restatement of the Law of Tax Avoidance in StuptEs IN FEDERAL TAXA- 
TION 150 (1937), where that author states: “The solidarity of the family makes it possible 
for the taxpayer to surrender title to another without losing dominion himself,—if not 
technical dominion, at least the substance of enjoyment. . . . Bed chamber arrangements 
are difficult to prove or disprove. Federal tax administration meets one of its most elu- 
sive problems in dealing with this relationship because for purposes of the family eco- 
nomics and personal satisfactions, husband and wife are one person while for tax pur- 
poses they remain two persons. ...” The income-splitting provisions, I.R.C. §12(d), 
although enacted in 1948 primarily to create a parity in treatment between taxpayers in 
community property and non-community property states, has necessarily affected this 
problem. This legislation has reduced the incentive to attempt income tax avoidance by 
husband-to-wife transfers of variable efficacy. The judicial task remains in the parent-to- 
child transfer. See articles cited infra notes 7 and 9. Suggestions for the taxation of 
the family as a unit—thereby obviating as a practical matter most of the problems dis- 
cussed herein—were advanced shortly after the decisions in Lucas v. Earl, 281 U.S. 111, 
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the courts are to choose the taxable member of the family with an eye to 
the equalitarian principle of the surtax,* what is left of the notion that 
tax avoidance is proper? * 

The answer is “nothing” to those who believe that the imposition of 
tax must find a sanction in the express language of the statute. To those 
who either recognize the urgent need of judicial implementation of the 
statute or accept, though grudgingly, the judicial activity in the revenue 
field for the last two decades, there is no simple answer. Perhaps the latter 
group would argue that tax avoidance is proper ® in those intra-family 
transactions where the taxpayer has met with the legislative and judicial 
conditions imposed on income-shifting. The difficulty of that thesis is 
that the judicial conditions have evolved gradually and are still evolving.’ 
They frequently arise in borderline areas where the tax avoidance motive 
may impel the judiciary to tip the scale in favor of the government.® 

Usually the tax avoidance factor is unexpressed, and justification is 


50 Sup. Ct. 241 (1930) and Poe v. Seaborn, 282 U.S. 101, 51 Sup. Ct. 58 (1930). See 
e.g., Bruton, The Taxation of Family Income, 41 Yate L.J. 1172, 1191 (1932). 

3 See Stmons, PersonaL INCOME TAXATION (1938). Simons, at page 15, cites ApoLPH 
WacGNER (LEHRBUCH DER PoLiTISCHEN OEKONoMIE, VI, Theil II, 381-85 et passim (2d 
ed. 1890) ) as follows: “Wagner contends, in effect, that taxation must be conceived as 
an instrumentality for altering or correcting the distribution of wealth and income. . 
He would say that, if one regards the prevailing distribution of wealth and income as 
the only righteous, just, or expedient distribution, then it is idle to talk about ability to 
pay, to defend progression or even to support the exemption of small incomes. His views 
(if we pursue them no farther) seem eminently sensible and represent sound criticism 
of other writers.” See also, Vickrey, AGENDA FOR PROGRESSIVE TAXATION 3 (1947). 

4 See Judge Learned Hand’s dissent in Comm’r v. Newman, 159 F.2d 848, 850 (2d Cir. 
1947): “Over and over again courts have said that there is nothing sinister in so ar- 
ranging one’s affairs as to keep taxes as low as possible. Everybody does so, rich or 
poor; and all do right, for nobody owes any public duty to pay more than the law de- 
mands: taxes are enforced exactions, not voluntary contributions. To demand more in 
the name of morals is mere cant.” Also Gregory v. Helvering, 293 U.S. 465, 469, 55 
Sup. Ct. 266, 267 (1935): “The legal right of a taxpayer to decrease the amount of 
what would otherwise be his taxes, or altogether to avoid them, by means which the 
law permits, cannot be doubted.” 

5 See e.g., HENDERSON, INTRODUCTION TO INcCoME TAxaTION §65; Groves and Kopper- 
man, Assignment of Earned Income, 17 Taxes 719, 736. Eighty years ago the judiciary 
was amenable to this stricture on its interpretative function where a taxing statute was 
involved. United States v. Isham, 17 Wall. 496 (1873). 

6 A popular legal bromide deserves, at least, a footnote. It may be proper to avoid in- 
comes taxes but the steps taken to accomplish that objective must leave their print on 
the firm ground of substance rather than form. Nimble legerdepied will not suffice. See 
generally, PAUL, op. cit. supra note 2, at 9; Rudick, The Problem of Personal Income 
Tax Avoidance, 7 Law & Contemp. Pros. 243 (1940). 

7 Compare Surrey, Assignments of Income and Related Devices: Choice of the Tax- 
able Person, 33 Cov. L. Rev. 791 (1933) with Surrey, The Supreme Court and the Fed- 
eral Income Tax: Some Implications of the Recent Decisions, 35 Itt. L. Rev. 779 (1941). 

8 See PAUL, op. cit. supra note 2, at 113, 152. 
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sought in conceptual approaches to the problem.® We are therefore left 
with the task of re-assessing the judicial concepts upon which the choice 
of taxable person depends and, although tax avoidance factors will con- 
tinue to influence their formulation, we must accept whatever guidance 
such concepts offer.*® Reasonable men will disagree with a judicial result 
or the import of the judicial language or the prospects of its potential 
applicability to future cases.** One observer has commented on intra- 
family assignments in this language: *” 


As is true in every major field of federal taxation, there is no clear line of 
demarcation here; no simple set of rules by which a taxpayer or practitioner 
may with complete or reasonable safety, chart his course. 


The purpose of this article is therefore to attempt to “chart a course” 
in the sphere of gratuitous intra-family assignments by segregating and 
restating the various judicial concepts which are intertwined in the decided 
cases. 


II. ATTRIBUTION: THE CHOICE OF THE TAXABLE PERSON 


A. INCOME FROM LABOR 

Section 22(a) provides that gross income includes “. . . income de- 
rived from salaries, wages or compensation for personal service . . . of 
whatever kind and in whatever form paid. . . .” 

The Supreme Court was presented with an assignment of future com- 
pensation by a husband to his wife in the leading case of Lucas v. Earl.** 
The assignment antedated the Sixteenth Amendment. Although it seems 
clear that Mr. Earl was innocent of any motive to avoid federal income 
taxes, it has been argued that the Court’s construction of the statute was 
influenced by a fear of prospective tax avoidance.* The Court taxed 
the compensation to the assignor. The interpretation of the foregoing 
language of the equivocal statute was couched in these words: ** 


There is no doubt that the statute could tax salaries to those who earned 
them and provide that the tax could not be escaped by anticipatory arrange- 


9 See Surrey, Assignments of Income and Related Devices: Choice of the Taxable Per- 
son, 33 Cor. L. Rev. 791, 793 (1933). But cf. Altman, Recent Developments in Income 
Tax Avoidance, 29 Itt. L. Rev. 154 (1934). 

10 See 2 Mertens, LAw oF FEDERAL INCOME TAXATION 622, where the author, re- 
ferring to these concepts in the field of assignment of income, states that “. .. the ap- 
plicable principles, even at this late date are neither easy to state with clearness and 
definiteness nor without many uncertainties in their application.” 

11 See e.g., the diametrically opposed positions of Buck and Rudick, note 16 infra. 

12Latham, Recent Developments in the Assignment of Income in PROCEEDINGS OF TAX 
INSTITUTE OF UNIVERSITY OF SOUTHERN CALIFORNIA SCHOOL oF Law 149, 151 (1948). 
See MERTENS, op. cit. supra note 10. 

18 281 U.S. 111, 50 Sup. Ct. 241 (1930). 

14 See Surrey, supra note 9, at 793. 

15 Lucas v. Earl, 281 U.S. 111, 114, 50 Sup. Ct. 241 (1930) 
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ments and contracts however skillfully devised to prevent the salary when paid 
from vesting even for a second in the man who earned it. That seems to us 
the import of the statute before us and we think that no distinction can be 
taken according to the motives leading to the arrangement by which the fruits 
are attributed to a different tree from that on which they grew. 


The result in Lucas v. Earl was thought by some to be grounded on 
the so-called “control test.” ** It was believed by Judge Learned Hand 
that the doctrine of the Earl case “was limited to the assignment of future 
earnings because they were necessarily left within the assignor’s power, 
his continued activity being a condition upon them.’ *’ Judge Hand 
admitted that the control over the flow of income was “only negative,” * 
intimating that the earner’s control was the dubious right to cut off the 
family income by discontinuing his services. Nevertheless, the test was 
widely accepted and was generally believed to permit income-shifting 
where the services antedated the assignment.”® 

Ten years after the Earl case, the Supreme Court decided Helvering v. 
Eubank,” involving a husband-to-wife assignment of renewal commis- 
sions by an insurance agent. Although no continued services by the 
assignor were necessary to produce the commissions, the Court held that 
they were taxable to the assignor. Clearly, the search for the taxable 
person in cases involving assignment of compensation will not be made 
to turn on such concepts as the control test.** Such income, regardless of 
assignments seeking to deflect it, will be taxed to the earner.” 


16 See MAGILL, TAXABLE INCOME 257 (1936): “The test is the existence of control in 
the assignor over the continued flow of the income. If he has no such control, a valid 
assignment will relieve him of income taxation thereon; but if his labors are essential to 
the continued flow, a valid assignment will not relieve him.” Magill’s revised edition of 
this book, TAXABLE INCoME (1945), eliminates this language in view of the 1940 decision 
in the Eubank case, cited infra note 20. But see Buck, Income Tax Evasion and 
Avoidance: The Deflection of Income, 23 Va. L. Rev. 107, 123, 265 (1936), where the 
author argued that the control test was not part of the Earl rationale. Oddly enough, 
although Buck predicted the result of the Eubank case, he incorrectly guessed the ulti- 
mate position of the Supreme Court in the Horst-type case. See note 53 infra. Rudick 
took a converse position; see Rudick, supra note 6, at 250. 

17 See Matchette v. Helvering, 81 F.2d 73, 74 (2d Cir. 1936). 

18 See Lowery v. Helvering, 70 F.2d 713, 715 (2d Cir. 1934). Magill still contends 
that where the assignee’s benefits are dependent upon the continued labor of the assignor, 
the latter “has a very real control over the flow of income.” MaciLt, TAXABLE INCOME 
285 (1945). 

19 See generally discussion of the pre-1940 law in MAGILL, op. cit. supra note 18, at 289- 
293. But see Buck, supra note 16. 

20 311 U.S. 122, 61 Sup. Ct. 149 (1940). 

21 See Reg. 111, Sec. 29.22(a)-2 where compensation-income assigned to a charity is 
taxable to the assignor despite the absence of even family control. See Comm’r v. Bateman, 
127 F.2d 266, 272 (1st Cir. 1942): “However, in Lucas v. Earl the taxpayer had com- 
mand of the income during the taxable year, because he might have refrained from per- 
forming the services for which the compensation was to be paid. . . . But in the Eubank 
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B. INCOME FROM CAPITAL 


1. In General. 

Under our system of income taxation, the family is not taxed as a 
unit.** The existing income-splitting provisions of the Code * apply only 
to husband and wife,”* are optional with them, and were directed primarily 
at ending the tax discrimination between community and non-community 
property states.** It is clear therefore that a son, for instance, is taxable 
on income derived from property owned by him,” and if the property was 
donated to him by his father, the income may still be taxable to the son.” 
In short, a tax avoidance by the high-bracket father may be accomplished 
at the cost of a complete transfer of the property. This result obtains even 
though there is undoubtedly a considerable degree of mutual enjoyment 
of the incomes of the various members of the family group.* An acute 
awareness of this latter factor, coupled with a judicial distaste for the 
more patent attempts at tax avoidance through intra-family assignments, 
has caused the courts to improvise various techniques for thwarting at- 


tempted avoidance. 


case the taxpayer did not have command of the income during ihe taxable year because 
his services had been completed in the past. . . . Perhaps the explanation of the Eubank 
case is that under the interpretation of the statute in Lucas v. Earl, ‘income derived 
from salaries, wages, or compensation for personal service’ is always taxable to the 
person who earned the compensation, and the tax cannot be deflected from the earner 
to another by means of an assignment.” 

22 See IncoME TAx STATUTE, TENTATIVE Draft No. 1, A.L.I. 8(1949). This suggested 
legislation would codify the existing judicial doctrine. On the subject of refusal to ac- 
cept earnings, see Hedrick vy. Comm’r, 154 F.2d 90 (2d Cir. 1946); cf. Comm’r v. 
Gianninni, 129 F.2d 638 (9th Cir. 1942). On the subject of involuntary routing of com- 
pensation through a trustee in bankruptcy, see Parkford v. Comm’r, 133 F.2d 249 (9th Cir. 
1943), cert. denied, 319 U.S. 741, 63 Sup. Ct. 1029 (1943). 

23 See note 2 supra. 

24 TRC. §12(d). 

257T.R.C. §51(b)(1) (optional joint return); I.R.C. §51(b)(5) (determination of 
status as husband and wife). 

26 See H. R. Rep. No. 1274, 80th Cong., 2d Sess., 1948-1 Cum. Butt. 241, 301. But 
the income-splitting provisions of I.R.C. §12(d) (see note 2 supra) have, in most re- 
spects, eliminated the tax avoidance factor in husband-to-wife assignments. Taxpayers 
will probably seek tax reduction through parent-to-child assignments. This article will 
therefore concern itself primarily with the latter situation, but will necessarily utilize as 
authority the husband-wife arrangements which have found their way into the courts. 
The parent-to-child assignment problem is not limited to situations where the children are 
minors. See I.R.C. §22(m). 

27 .R.C. §22(a). 

28 T.R.C. §22(b) (3). 

29 The fact that a domineering father may indirectly dictate as to the use of income 
from property originally owned by the son does not affect the problem of income attribu- 
tion. Such domination of expenditure would have relevance to an out-go (spendings) 
tax. For a brief discussion of the spendings tax advocated during the forties, see VICKREY, 
op. cit. supra note 3, at 4-5. 
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2. A Preliminary Tangent: Constructive Receipt.*° 


One early approach to this problem is not concerned with the issue 
whether the son (purportedly the new owner) has dominion and control 
of the property and the income therefrom. If the father has transferred 
property but actually uses * the income therefrom to discharge his legal 
or social obligations, he will be deemed constructively to have received 
the income used for his benefit. Since such attribution problems are re- 
solved generally by reference to concepts of constructive receipt, they need 
not be considered here in connection with the ownership test.** 

3. The Ownership Test. 

(a) Indirect Control: The Family Relationship. The basic judicial 
attack on the intra-family assignment of property is the ownership test. 
Under that approach the courts seek to determine whether the ownership 
of the property has, in fact, been transferred to the son. The concept of 
control may no longer have vitality in the attribution of assigned compen- 
sation,** but it is ubiquitous in the question of attributing income to the 
owner of property. The factual problem of comparing the purported 
control formally ascribed to the son-assignee as against the actual, indirect 
control exercised (or exercisable) by the father-assignor by virtue of his 
family relationship, defies a precise answer.** Intra-family assignments 


80 See generally MAGILL, op. cit. supra note 18, c. 7. 

31 See note 29 supra. Note that the doctrine of constructive receipt is generally applica- 
ble where the evidence is quite clear as to the actual application of the income for the 
benefit of the assignor-father. The sameatatied test is not as concerned with the actualities 
as it is with potential power. 

32 The theory of constructive receipt seems useful where income is used to discharge 
an obligation of the assignor. Such income would be taxable to the assignor even though 
ownership of the property can be said to have been transferred to the assignee. See 
L.R.C. §167(a) (3). Where there is nothing to show a discharge of the assignor’s obliga- 
tions, a mere statement that the assignor has constructively received income gives no 
reason for such a conclusion. And where the courts speak of constructive receipt in 
those instances, the reason, express or implied, is that the assignor is still to be regarded 
the owner of the property or that the res assigned is in the nature of income. Then, be- 
cause the cash method of accounting contemplates receipt by the taxpayer, some courts 
will round out the conclusion that the assignor should be taxed with a statement that 
he has constructively received the income item. See Anthony’s Estate vy. Comm’r, 155 
F.2d 980 (10th Cir. 1946). 

33 See discussion supra, at 437. 

84 See PAUL, op. cit. supra note 2, at 151, where the author, referring to intra-family 
transactions, points out: “In virtually all of these cases the law is clear enough; the 
chief issue is one of fact. Has an alleged transaction, be it gift, assignment or sale, really 
occurred, or do the underlying realities contradict appearances? This question is almost 
always answered by referring to circumstances, sometimes trivial circumstances, which 
point to the answer to the question whether the parties to the alleged transaction mean 
to live by what they say they have done.” This 1937 statement seems overly hopeful. The 
difficulties of such fact patterns intended to be met by the Clifford regulations are notori- 
ous; the jurisprudential ramifications of the Horst case are most devious. Be that as it 
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of property are therefore said to invite “special scrutiny.” * The judicial 
inquiry goes well beyond the formalities of the transfer and delves deeply 
into the surrounding circumstances.** And the problem whether the 
ownership has been sufficiently transferred to a son will be as intricate as 
the iact pattern presented and as difficult as the complex of rights and 
powers comprising the particular ownership.*’ 

(b) Direct Control: Splitting the Incidents of Ownership. Some 
properties are essentially ownerships divorced juridically from the under- 
lying conglomeration of things.** Interest in a corporation, interest in a 
trust, and certain interests in land may serve as examples. Since these 
ownerships embody a variety of rights and powers, it is necessary to 
determine whether—in addition to the right to income from the property— 
a sufficiency of rights and powers (comprising dominion and control) has 
been transferred to the assignee. 

(c) Direct and Indirect Control: The Clifford Case. In those instances 
where the assignor directly retains given rights and powers, it may be 
that these direct controls, coupled with the indirect control available to the 
assignor because of the family relationship, are sufficient to regard the 
assignor as the continuing owner. Thus, control over the property (e.g., 
retention by the assignor of important powers other than the right to 


may, it is probably true that the bulk of cases in this field may be decided under the 
fact-stressing aspects of the ownership test and a smaller number are left to the law- 
groping implications of the res test (discussed infra, at 444). 

35 See Helvering v. Clifford, 309 U.S. 331, 335, 60 Sup. Ct. 554, 556 (1940) ; Comm’r 
v. Tower, 327 U.S. 280, 291, 66 Sup. Ct. 532, 537 (1945). 

36 See FRANK, Facts Are Guesses, Courts on Triat c. III (1949). 

87 See e.g., Wodehouse v. Comm’r, 178 F.2d 987 (4th Cir. 1949), where the Court 
determined the status of a husband-to-wife assignment of a manuscript by considering 
the arrangements thereafter made with the publisher and the use of a joint bank account 
by the couple. Consider also the family partnership outgrowth in this field where, under 
Comm’r v. Culbertson, 337 U.S. 733, 69 Sup. Ct. 1210 (1949), the courts will now 
look to the wide variety of factors set forth at note 143 infra. See also Reg. 111, 
Sec. 29.22(a)-21, endeavoring to give administrative direction to the ownership problems 
posed by the Clifford case. 

38 Paton, A TExT-BooK OF JURISPRUDENCE 374 (1946): “The term ‘property’ has a 
bewildering variety of uses. Firstly, it sometimes means ownership or title and sometimes 
the res over which ownership may be exercised.” Property has also been defined as “a 
euphonious collocation of letters which serves as a general term for the miscellany of 
equities that persons hold in the commonwealth.” Property, 12 Encyc. Soc. Scr. 528 
(1938). 

39 PATON, op. cit. supra note 38, at 388. Although Paton recognizes that concepts of 
ownership are steeped in history, he submits the following modern-day concept of owner- 
ship: “The full rights of an owner are: (a) the power of enjoyment (e.g. the deter- 
mination of the use to which the res is to be put, the power to deal with produce as he 
pleases, the power to destroy) ; (b) possession which includes the right to exclude others ; 
(c) power to alienate inter vivos, or to charge as security; (d) power to leave the res 
by will.” 
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income) *° or control of the income from property (e.g., retention of the 
power to vary or terminate the flow of income to the son-assignee) ** may 
be sufficient to categorize the father-assignor as the owner. 

The landmark in this area of the tax law is, of course, Helvering v. 
Clifford.** In that case Mr. Clifford assigned securities to a trust for the 
benefit of his wife. The trust was for a maximum period of five years, at 
the end of which term the corpus was to revert to the grantor. The grantor 
retained a variety of administrative controls.“* The Court taxed the in- 
come to the grantor. The direct administrative control ** (i.e., retention of 
rights and powers re the property) blended with the indirect control latent 
in the family relationship between the grantor and the beneficiary.*® The 


40 Concepts of dominion and control were early utilized in the field of trust income. 
See Corliss v. Bowers, 281 U.S. 376, 50 Sup. Ct. 336 (1930), upholding the constitu- 
tionality of a statutory provision similar to I.R.C. §166. Although technically the legal 
estate was in the trustee and the equitable estate was in the wife-beneficiary, the settlor- 
husband’s power to revest the corpus in himself was a sufficient command over the prop- 
erty so as to regard him as the owner. See also McCauley v. Comm’r, 44 F.2d 919 (5th 
Cir. 1930) achieving the same result without the assistance of a legislative mandate. 

41 See I.R.C. §167(a)(1) and (2). Here again is an illustration of a legislative test 
conceived to prevent tax avoidance in the trust income field. See also Sunnen v. Comm’r, 
333 U.S. 591, 68 Sup. Ct. 715 (1948). “The crucial question remains whether the as- 
signor retains sufficient power and control over the assigned property or over receipt 
of the income to make it reasonable to treat him as the recipient of the income for tax 
purposes.” (Jd. at 604, 68 Sup. Ct. at 722). And later the Court in the Sunnen opinion 
stated: “True, these cases [Clifford—Horst] did not originate the concept that an as- 
signor is taxable if he retains control over the assigned property or power to defeat the 
receipt of income by the assignee. But they gave much added emphasis and substance to 
that concept, making it more suited to meet the ‘attenuated subtleties’ created by tax- 
payers.” (Jd. at 607, 68 Sup. Ct. at 723). 

42 309 U.S. 331, 60 Sup. Ct. 554 (1940). 

43 Jd. at 332, 60 Sup. Ct. at 555: “During the continuance of the trust the trustee was 
to pay over to his wife the whole or such part of the net income as he in his ‘absolute 
discretion’ might determine. And during that period he had full power (a) to exercise 
all voting powers incident to the trusteed shares of stock; (b) to ‘sell, exchange, mortgage 
or pledge’ any of the securities under the declaration of trust ‘whether as part of the 
corpus or principal thereof or as investments or proceeds and any income there- 
from, upon such terms and for such consideration’ as [Clifford] in his ‘absolute discre- 
tion may deem fitting’; (c) to invest ‘any cash or money in the trust estate or any in- 
come therefrom’ by loans, secured or unsecured, by deposits in banks, or by purchase of 
securities or other personal property ‘without restriction’ because of their ‘speculative 
character’ .. .; (d) to collect all incomes; (e) to compromise, etc., any claims held by 
him as trustee; (f) to hold any property in the trust estate in the names of ‘other per- 
sons or in my own name as an individual’ except as otherwise provided.” 

44 Relative to the dominion and control retained by the grantor arising from the direct 
administrative controls, the Court said: “So far as dominion and control were concerned 
it seems clear that the trust did not effect any substantial change. In substance his control 
over the corpus was in all essential respects the same after the trust was created, as before. 
The wide powers which he retained included for all practical purposes most of the con- 
trol which he as an individual would have.” (Jd. at 335, 60 Sup. Ct. at 556). 

45 Jd. at 336, 60 Sup. Ct. at 557: “Thus, where, as in this case the benefits directly or 
indirectly retained blend so imperceptibly with the normal concepts of full ownership, we 
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Court refused to say “that the triers of fact committed reversible error 
when they found that the husband was the owner for the purposes of 
§22(a).” These two types of control, coupled with the factor of the short 
duration of the trust,** madc up the trident with which the Court heaved 
Clifford into his status as owner.*’ 

Perhaps it is too late to challenge the long-standing interpretation of 
section 22(a) taxing the income yield to the owner of the property.** If 
the statute could be molded to achieve the rule of the Earl and Eubank 
cases, it is not surprising that the Supreme Court should resolve its choice 
of the taxable person by seeking out the owner of the income-producing 
property. It should be observed, however, that the ownership test is quite 
independent of the fruit-tree analogy *° of the Earl case. In the case of 
income from labor, the earner is the “‘tree,”’ but in the case of income from 


cannot say that the triers of fact committed reversible error when they found that the 
husband was the owner of the corpus for the purposes of §22(a). To hold otherwise 
would be to treat the wife as a complete stranger, to let mere formalism obscure the 
normal consequences of family solidarity, and to force concepts of ownership to be 
fashioned out of legal niceties which may have little or no significance in such household 
arrangements.” 

46 Td. at 335, 60 Sup. Ct. at 556: “In this case we cannot conclude as a matter of law 
that respondent ceased to be the owner of the corpus after the trust was created. Rather, 
the short duration of the trust, the fact that the wife was the beneficiary, and the reten- 
tion of control over the corpus by respondent all lead irresistibly to the conclusion that 
respondent continued to be the owner for the purposes of §22(a).” 

47 The conceptual difficulties involved in choosing the taxable person where the only 
factor pointing to taxability of the grantor is the short duration of the trust are con- 
sidered infra, at 447. 

48 See Surrey, The Supreme Court and the Federal Income Tax: Some Implications 
of the Recent Decisions, 35 Itt. L. Rev. 779, 797 (1941), where the author comments 
on Helvering v. Clifford, 309 U.S. 331, 60 Sup. Ct. 554 (1940) as follows: “Parentheti- 
cally, one may quarrel with the reliance upon section 22(a). ... That section merely 
provides that ‘gross income’ was clearly present—dividends and interest from trust securi- 
ties. The question was to whom should this income be taxed, husband, wife, or trust? 
Not a word of section 22(a) provides an answer to this question. . . . On this analysis, 
an approach in terms of section 22(a), and in terms of whether the husband was the 
owner of the corpus, is at the very least fuzzy. To find that the husband is the ‘owner’ 
of the corpus is not to solve the problem, for the question still remains whether one who 
‘owns’ the corpus is liable for tax even though the income belongs irrevocably to another. 
The silent premise which must be supplied in the Clifford case ... is that taxation 
always follows ownership of the corpus regardless of the course taken by the income.” 
(italics supplied) Surrey thereafter seeks to justify the premise of the Clifford case. 
Confusion is amply compounded when we contrast Surrey’s position with the stress laid 
by Justice Cardozo on the ownership of the income from a trust. See Burnet v. Wells, 
289 U.S. 670, 53 Sup. Ct. 761 (1933) and the conceptual difficulties of the trust field 
discussed infra, at 446. 

49 See quotation from the Earl case supra, at 437. Sce Eisenstein, Some Iconoclastic 
Reflections on Tax Administration, 58 Harv. L. Rev. 477, 494 (1945): “But it is not 
always a simple matter to distinguish ‘the tree’ trom ‘the fruits’ and the metaphor may 
easily be expanded to include such additional refinements as ‘the seed’ and ‘the branch.’” 
Eisenstein cited Rudick’s brief for the taxpayer in the Eubank case. 
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property, the property is the “tree.” Clearly in the latter case a determina- 
tion of what is the “tree” is useless to a choice of the taxable person with- 
out importing the independent notion that the “fruit” will be taxed to the 
owner of the “tree.” °° The distinction is important. In effect, it is im- 
possible to shift compensation derived from personal services. On the 
other hand, it is possible for the taxpayer to shift future income derived 
from income-producing property provided he pays the price by parting 
with the ownership. 

4. The Res Test: What is the Income-Producing Property? 

The ownership test is put to a severe strain when the judiciary is con- 
fronted with two possible “properties” from which to choose. When a 
bondholder detaches a negotiable interest coupon from a bond and gra- 
tuitously assigns it to his son, to whom shall the interest payment be tax- 
able? No real question of dominion and control is presented. The father 
owns the bond. The son owns the negotiable coupon.” The real question 
is: Which is the income-producing property—the bond or the coupon? 

In Helvering v. Horst,* the Court taxed the interest income to the 
bondholder. In the Horst case, the dissenters, seeking to tax the son as 
the owner of the coupon, argued : ** 


The unmatured coupons given to the son were independent negotiable instru- 
ments, complete in themselves. Through the gift they became at once the abso- 
lute property of the donee, free from the donor’s control and in no way de- 
pendent upon ownership of the bonds. 


But the majority opinion ignored the flimsy property status of the 
coupon and taxed the interest to the father-assignor : °° 


Nor is it perceived that there is any adequate basis for distinguishing between 
the gift of interest coupons here and a gift of salary or commissions. The 
owner of a negotiable bond and of the investment which it represents, if not 
the lender, stands in the place of the lender. When, by the gift of the coupons, 


50 Sce quotation from Surrey, supra note 48, 

51 Assume that no interest has accrued relative to the coupon at the time of the trans- 
fer. Those cases which tax the assignor on pre-gift interest on the theory that he has 
exercised control over the accrued interest by the very act of disposition are discussed 
in the Seconp INSTALLMENT of this article. Note also that the indirect control, by virtue 
of the family relationship, is no greater than the indirect control available to the father 
in all intra-family gifts. As such, the indirect control alone is insufficient to warrant 
attribution to the father-assignor. 

52 See Miller, Gifts of Income and of Property: What the Horst Case Decides, 5 Tax 
L. Rev. 1, 6 (1949), where that author states that such an interest coupon is “not a 
chattel of independent value.” Quaere. 

53 311 U.S. 112, 61 Sup. Ct. 144 (1940). The Horst case spoke of the “satisfaction” 
obtained by the assignor by the use of his economic gain. The effect of this criterion on 
problems of attribution and of realization will be discussed in the SEconp INSTALLMENT. 

54 Jd. at 121, 61 Sup. Ct. at 149. 

55 Td. at 120, 61 Sup. Ct. at 148. 
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he has separated his right to interest payments from his investment and pro- 
cured the payment of the interest to his donee, he has enjoyed the economic 
benefits of the income in the same manner and to the same extent as though 
the transfer were of earnings and in both cases the import of the statute is 
that the fruit is not to be attributed to a different tree from that on which it 
grew. See Lucas v. Earl . . . . (italics supplied) 


In the Earl case °° it was clear that the instrument of assignment was 
not regarded as property owned by the assignee. The compensation 
derived its income-quality from a relationship which existed between the 
assignor-employee and the payor-employer. The Earl case did not involve 
the problem of choosing one of two possible properties. 

Interest, like compensation, derives its quality as income from a legally 
cognizable relationship between persons. Interest merely means that an 
economic benefit is flowing from a borrower to a lender (or the person 
standing in his place). If the bondholder had made a written assignment 
of the right to interest to his son, there would be no more basis for giving 
such an assignment a property significance for tax purposes than there 
was in the case of the Earl assignment. Instruments of assignment may 
be considered property for some purposes but the cash received does not 
derive its income-quality from that property but rather from the relation- 
ship between the assignor and the payor (employer or borrower). Just 
as it is immaterial that the instrument of assignment itself may be con- 
sidered property for some purposes, so also is it immaterial, for the pur- 
pose of determining the taxable person, whether or not the interest is 
represented by a detachable coupon. The assigned res (the coupon) is 
merely the juristic embodiment of a pure income right split off from a 
property (the bond). The bond is the income-producing property because 
the continued ownership thereof represents the subsisting relationship 
between the borrower and the lender out of which the interest income 
arises.” 

56 Note that Miller, supra note 52, seems to import the control test (rejected in the 
Eubank case relative to compensation) into this problem. He states: “The further run- 
ning of interest in anyone’s favor could, in fact, have been stopped at any time by the 
father’s accepting payment of the principal from the obligor.” Quacre. If the obligor 
did perchance remit the principal would it not subtract the amount representing the de- 
tached negotiable bond coupon? 

57 Perhaps the language of the Horst opinion may be said to by-pass the problem of 
ownership of property by attributing the interest directly to the person whose relation- 
ship to the payor-borrower created the income right. Sce Eisenstein, supra note 49, 
at 495: “The problem of assignments has been differently characterized as involving a 
distinction between ‘gifts of income-producing property and gifts of income from prop- 
erty of which the donor remains the owner, for all substantial and practical purposes.’ 
This response, though more prosaic than Mr. Justice Holmes’ [referring to the fruit-tree 


analogy of the Earl case], is not much more illuminating. For it employs such tradi- 
tional concepts as ‘property’ and ‘income’ which in many instances reflect no more than 











446 TAX LAW REVIEW [Vol. 6: 


This rationale (hereinafter referred to as the res test) is available in 
the case of rents * and dividends,” since they derive from a landlord- 
tenant and a corporation-shareholder relationship respectively. The prop- 
erty form of a res which represents a mere right to rents or dividends may 
similarly be ignored. 


C. INCOME FROM TRUSTS 


Intra-family assignments utilizing the trust device have been responsible 
for most of the judicial doctrine dealing with the choice of the taxable 
person.” Yet, strangely enough, it is the treatment of assignments of 
property to a short-term trust and the treatment of assignments of trust 
income that seem to run afoul of the foregoing tests. For instance, in the 
case of the short-term trust it would seem that since the assignor has 
parted with dominion and control of the corpus for the particular period, 
he should not be taxable as the owner. But the regulations are to the con- 
trary.’ So also an assignment of trust income would seem, at first blush, 
to resemble an assignment of interest income and cause the courts to 
choose the assignor as the taxable person. But the Blair * rationale is to 
the opposite effect. The purpose of the following discussion is to restrict 
analogy to the Blair decision in the general field of intra-family assign- 
ments and to advance the contention that the judicial resolution of both 


a delusive exactness. . . . [I]s the Court groping along some poorly articulated criterion 
which demands more than such venerable terminology as ‘property’? That the Court is 
groping is sufficiently confirmed by its repeated admonition that the precise line of de- 
marcation is left to the process of future adjudication. Meanwhile a host of problems 
clamor for a solution and one guess is as good as another.” 

58 See Lum v. Comm’r, 147 F.2d 356 (3d Cir. 1945). Where H assigned “rents” to W, 
the rental income was taxed to H; but where H assigned to W his rights as “landlord” 
in subsequent years, W was taxable on such income. The Lum decision relied on lan- 
guage in the Horst case to the following effect: “. . . the income of the trust was re- 
garded as no more the income of the donor than would the rent from a lease or a crop 
raised on a farm after the leasehold on the farm had been given away.” (Helvering v. 
Horst, 311 U.S. 112, 119, 61 Sup. Ct. 144, 148 (1940)). Cf. Bing v. Bowers, 22 F.2d 
450 (S.D.N.Y. 1927), aff'd per curiam, 26 F.2d 1017 (2d Cir. 1928) (taxing rental in- 
come to the assignor because of his continuing control) ; Walter Sutliff, 46 B.T.A. 446 
(1942) Acq. (where lease at nominal rental by son to father permitted income-shifting ; 
son, the fee owner, and father-lessee joined in sale of property six years after the 
leasing). 

59 See B. O. Mahaffey, 1 T.C. 176 (1942), rev’d, 140 F.2d 879 (8th Cir. 1944). The 
facts of this case are set forth infra note 99. 

60 Corliss v. Bowers, 281 U.S. 376, 50 Sup. Ct. 336 (1930) ; Burnet v. Wells, 289 U.S. 
670, 53 Sup. Ct. 761 (1933) ; Douglas v. Willcuts, 296 U.S. 1, 56 Sup. Ct. 59 (1935). 

61 Reg. 111, Sec. 29.22(a)-21-(c). 

62 Blair v. Comm’r, 300 U.S. 5, 57 Sup. Ct. 330 (1937). Unlike the Clifford case involv- 
ing an asymmetrical splitting of the incidents of ownership, the Blair case involved a 
symmetrical division of the beneficiary’s interest in that each assignee took all the as- 
signor’s rights as to a specific amount of the trust income. 
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these problems has been reached within a framework of legislative guid- 
ance on the subject of the taxation of trust income. 

1. The Short-Term Trust. 

The ensuing discussion involves a trust where the only factor which 
might incline to choosing the father-grantor as the taxable person is his 
retention of a reversionary interest after a short term of years. From the 
point of view of the Clifford ownership test, it would appear that where 
the grantor has placed property in trust, retaining a reversionary interest, 
he has parted with his ownership for the particular period involved—be 
it short or long. He has directed that income be paid to some one else for 
that term and, presumably, he cannot control it during that time. Nor 
does he exercise control over the corpus for the years involved. 

Of course, we can strain the control concept beyond all significance by 
merely arguing that the grantor has, by directing that the income be paid 
to the beneficiary for the short period, controlled that potential income 
by the very disposition.** Such a notion might have some pertinence if 
the issue involved (a) realization of income at the time of disposition,“ 
or (b) choice of the taxable person where the income may be said to pre- 
exist the assignment.®* But it seems to be irrelevant to the problem of 
determining the taxable person where the income arises after the assign- 
ment. Such a concept of control by disposition, although bandied about 
in recent utterances of the Court on this subject,®* cannot rationally be 
made to relate to such future income. If it could, then income from all 
donated property would be taxable to the donor. The Court could not 
have intended such a result. 

It would seem, therefore, that the short-term trust situation does not 
involve a dominion and control retained by the grantor during the short 


63 See generally, 2 MERTENS, LAW oF FEDERAL INCOME TAXATION §18.02 (1942). 

84 See discussion of realization problems in the SEConD INSTALLMENT. 

65 See e.g., Annie V. Colby, 45 B.T.A 536 (1941); Anthony’s Estate v. Comm’r, 161 
F.2d 666 (6th Cir. 1947). These cases are discussed in the SEconp INSTALLMENT. 

66 See Helvering v. Horst, 311 U.S. 112, 116, 61 Sup. Ct. 144, 147 (1940): “... in- 
come is ‘realized’ by the assignor because he, who owns or controls the source of the 
income, also controls the disposition of that which he could have received himself and 
diverts the payment from himself to others as a means of procuring the satisfaction of 
his wants.” See Harrison v. Schaffner, 312 U.S. 579, 582, 61 Sup. Ct. 759, 761 (1941): 
“.. in each of those cases [Earl, Horst, Eubank, and Clifford] it was held that one 
vested with the right to receive income did not escape the tax by any kind of anticipatory 
arrangement, however skillfully devised, by which he procures payment of it to another, 
since by the exercise of his power to command the income, he enjoys the benefit of the 
income on which the tax is laid.” (italics supplied) But cf. Comm’r v. Bateman, 127 
F.2d 266 (1st Cir. 1942), where the Court is unable to find the common “command” thread 
alleged to run through those cases. See also Comm’r v. Sunnen, 333 U.S. 591, 605, 68 
Sup. Ct. 715, 723 (1948): “Moreover, the Horst case recognizes that the assignor may 
realize income if he controls the disposition of that which he could have received him- 
self and diverts payment from himself to the assignee. . . .” (italics supplied) 
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period.” And it is submitted that there is no basis for taxing the grantor 
re future income’on the basis of control exercised by the very act of 
disposition. 

On the other hand, if we seek to apply the res test of the Horst case, 
we conceive of the two properties involved as being the beneficial interest 
of the son and the reversionary interest of the father. And to assist the 
process of analogy, we might even assume that the trust corpus consists 
of bonds. The question thus becomes: who among the three entities in- 
volved (grantor, trust, or beneficiary) stands in the status of lender with 
reference to the interest income? An effort to answer the question will 
become inextricably involved in the intricacies of trust law. Here then is 
the real dilemma of making a realistic choice of the taxable entity in the 
face of highly sophisticated trust concepts.** Perhaps the judicial choice 
in the trust income field should not depend exclusively on conceptual tests 
which may create “an error in emphasis.” © It is possible that the legis- 
lature has given sufficient intimation of its choice of taxpayer in the specific 
sections of the statute governing problems of trust income. 

An approach, derived from the Clifford case, to a determination of 
Congressional will in this field may be set forth as follows: (a) Congress 
intended that income from property shall be taxed to the owner of such 
property under section 22(a); (b) Congress indicated that income from 
some trusts shall be ultimately taxed to the beneficiary,” 1.¢., regarding 
the latter as the equitable owner; (c) Congress determined that income 
from some trusts shall be taxed to the grantor,” viewing the latter as the 
beneficial owner ; (d) Congress supplied some instances where the grantor 
has beneficial ownership, e.g., where he retains a power to revest the corpus 
in himself; ** (e) Congress did not state that the instances of grantor 
taxability were limited to those expressly set forth in the statute; (f) 

67 The dominion and control implications of the ownership test do apply to the other 
two factors segregated by the Clifford regulations, Reg. 111, Sec. 29.22(a)-21, i.e., retained 
power to alter beneficial enjoyment or retained administrative control. The latter has 
been criticized on the ground that the extent of such administrative control may be in- 
sufficient to regard the grantor as owner. MAGILL, op. cit. supra note 18, at 329. 

68 This is not to say that the judiciary is completely impotent to decide all such ques- 
tions. Cf. McCauley v. Comm’r, 44 F.2d 919 (5th Cir. 1930). Clearly, where the grantor 
has retained control and dominion over the corpus in the form of specific powers, there 
is ample basis for applying the ownership test. 

69 See Comm’r v. Culbertson, 337 U.S. 733, 741, 69 Sup. Ct. 1210, 1214 (1949). 

70 Although the trust is regarded as a taxable entity and income is taxable to it, the 
statute provides for a deduction available to it for income which is actually distributed 
or currently “distributable.” The general effect of the latter category is to make such 
trust income taxable to the beneficiary. See I.R.C. §§161, 162. 

71 T.R.C. §166 (revocable trusts) and I.R.C. §167 (income for the benefit of the grantor). 

72 LR.C. §166. 

73 Douglas v. Willcuts, 296 U.S. 1, 56 Sup. Ct. 59 (1935) ; Helvering v. Clifford, 309 
U.S. 331, 60 Sup. Ct. 554 (1940). 
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a short-term trust is sufficiently akin to one in which the graritor retains 
a power of revocation that the grantor may properly be regarded as the 
owner under section 22(a)."* 

As earlier indicated, the Supreme Court did not take the sixth step in 
the Clifford case; in that case the Court piodded a grantor into the scope 
of section 22(a) with the prongs of the trident we have described. But 
the Treasury has taken that sixth step in its regulations.” —Two arguments 
appear against such a conclusion. The first disputes the analogy between 
the short-term trust and the section 166 trust; the second endeavors to 
infer a contrary Congressional intention from abortive legislative pro- 
posals."* Perhaps the second argument is answered by the following 
language of the Clifford opinion: 


We should add that liability under section 22(a) is not foreclosed by reason 
of the fact that Congress made specific provision in section 166, for revocable 
trusts, but failed to adopt the Treasury recommendation in 1934, Helvering v. 
Wood, 308 U.S. 344, that similar treatment should be accorded income from 
short-term trusts. . . . In view of the broad and sweeping language of section 
22(a), a specific provision covering short-term trusts might well do no more 
than to carve out of section 22(a) a defined group of cases to which a rule of 
thumb would be applied. The failure of Congress to adopt any such rule of 
thumb for that type of trust must be taken to do no more than to leave to the 
triers of fact the initial determination of whether or not on the facts of each 
case the grantor remains the owner for the purposes of section 22(a). 


The first argument (that there is no conceptual analogy between the 
revocable trust and the short-term trust) may merit more consideration. In 
a revocable trust the grantor can, by revesting the corpus in himself, 
terminate the income flow to the beneficiary. The control involved in a 
power to revoke may continue throughout the existence of the trust. This 
is in marked contrast to the short-term trust. But it does not follow that 
section 166 taxes only a grantor who has such a continuing power. That 
section taxes him “where at any time the power to revest in the grantor 
title to any part of the corpus of the trust is vested” in the grantor.” 
Thus a trust which becomes revocable a few days after its creation is 


74 Perhaps a more convenient rationale is ready at hand. Guided by the existing legisla- 
tive pattern, the courts could ignore the trust entity in the short-term trust situation much 
as they have, on occasion, ignored the corporate entity. 

™ Reg. 111, Sec. 29.22(a)-21(c). 

76 See Mary Louise Bok, 46 B.T.A. 678 (1942), aff'd, 132 F.2d 365 (3d Cir. 1942). 
Cf. Helvering v. Wood, 309 U.S. 344, 348, 60 Sup. Ct. 551, 553 (1940), considering the 
rejection of the proposed legislation in the short-term trust situation as bearing on the 
scope of I.R.C. §166. See Surrey, supra note 48, at 799-801. 

77 Helvering v. Clifford, 309 U.S. 331, 337, 60 Sup. Ct. 554, 557 (1940). 

78In 1934 I.R.C. §166 was amended. Prior thereto the statute read: “Where at any 
time during the taxable year the power to revest, etc.” 
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within the purview of section 166." Now the analogy between such a 
trust and a short-term trust seem readily apparent. The only difference 
is a formal one in that the short-term trust situation involves, in effeét, 
the creation of a trust and a contemporaneous exercise of the power of 
revocation to take effect a few years thereafter. 

If we conclude that the grantor of a short-term trust may, by analogy 
to existing legislative rules, be regarded as the owner,® we need only 
apply the axiom that income from the property is taxable to him as owner. 
The obvious difficulty of the problem is the determination of what is a 
short term. This difficulty and the uncertainty of a judicial weighing of 
a “bundle of rights” was anticipated by the Court in the Clifford case. In 
that case, Justice Douglas stated the Court’s decision was rendered “in 
the absence of more precise standards or guides supplied by statute or 
appropriate regulations.” ** The decision to tax trust income to the owner 
of the congeries of rights held by Mr. Clifford accorded with the implicit 
Congressional policy contained in section 22(a) and with the purpose to 
tax in accordance with the measure of the taxpayer’s income.** The desid- 
eratum of certainty could thereafter be supplied by Congress or the Treas- 
ury Department. The fact that the more precise standards were ultimately 
supplied by the Treasury Department ** generated much heated, if not 
acrimonious, debate.** However, despite some opinion that the inability 
of the courts to wield the Clifford trident required the doubtful certainty *° 


79 Helvering v. Dunning, 118 F.2d 341 (4th Cir. 1941); see generally Reg. 111, Sec. 
29.166-1(b). 

80 This conclusion has not been readily accepted by the courts in those short-term trusts 
where income is for the benefit of a charity. See Helvering v. Achelis, 112 F.2d 929 (2d 
Cir. 1940) ; Comm’r v. Chamberlain, 121 F.2d 765 (2d Cir. 1941). But solicitude for the 
tax benefits accorded to. generous taxpayers is familiar. See Comm’r v. Gianinni, 129 
F.2d 638 (9th Cir. 1942); also H. R. 3905, 81st Cong., Ist Sess. (1949) (proposing to 
override the Government’s position in I.T. 3901, 1948-1 Cum. Butt. 15, which taxed to 
the donor-farmer the fair market value of wheat donated to a charity). 

81 Helvering v. Clifford, 309 U.S. 331, 334, 60 Sup. Ct. 554, 556 (1940). 

82 See Eisenstein, The Clifford Regulations and the Heavenly City of Legislative Inten- 
tion, 2 Tax L. Rev. 327, 330 (1947); Pavenstedt, The Broadened Scope of Section 
22(a): The Evolution of the Clifford Doctrine, 51 Yate L.J. 213, 216-218 (1941). 

83 Reg. 111, Sec. 29.22(a)-21, promulgated to provide taxpayer guidance, necessarily iso- 
lated the factors of the Clifford decision so that either the length of the term or the power 
to alter beneficiaries or the retention of administrative controls could be determinative of 
grantor taxability. 

84 See Pavenstedt, The Treasury Legislates: The Distortion of the Clifford Rule, 2 
Tax L. Rev. 7 (1946), answered by Eisenstein, supra note 82, followed by Pavenstedt, 
The Clifford Regulations—A Reply to Mr. Eisenstein, 2 Tax L. Rev. 476 (1947) and 
Pavenstedt, The Clifford Regulations—A Postscript, 2 Tax L. Rev. 578 (1947). 

85 Compare the doubtful certainty created by I.R.C. §162(d)!! Or, more analogous to 
the instant problem, compare the problems arising under I.R.C. §166, for which sce 
KENNEDY, FEDERAL INCOME TAXATION OF TRUSTS AND Estates §§6.05-6.13 (1948) ; 
Brunner, Substantial Adverse Interests, 21 Taxes 385 (1943). 
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of new legislation,*® it seems to be generally agreed that the Clifford 
$ $ y ag 


regulations have provided a measure of taxpayer guidance. 

2. Assignment of Trust Income. 

In the Blair case ** the taxpayer, a life beneficiary of the income of a 
“currently distributable” trust,*® assigned specified sums to his children, 
payable to them throughout the assignor’s life. The Court held that the 
assigned income was taxable to the children. Such a result may be justified 
under the ownership test as follows: (a) the taxing statute itself has 
accepted the trust concept that the beneficiary of such a trust is the 
equitable owner of the trust corpus; °° (b) the taxing statute has, there- 


86 Cf. MAGILL, op. cit. supra note 18, at 328: “The Clifford case will be productive of 
litigation because of the uncertainty of its tests of taxability to the settlor. Although it 
stretches Section 22(a) beyond what would have been believed possible a few years ago, 
the subject of short-term trusts may be on the whole one which can be better handled at 
this time by the Court than by the legislature. The latter would have to define ‘ownership’ 
in specific terms; the former can apply a rule of reason to a whole series of indeterminate 
factors. Nevertheless, when more data have become available, legislation would be desira- 
ble, primarily to inform prospective settlors more precisely of the path they may tread 
with safety. For example, Congress might do well to provide, like the British law, that 
the income of trusts with a term of six years or less the corpus then to revert to the 
settlor, is taxable to the settlor.” (italics supplied) But cf. Magill, What Shall Be 
Done with the Clifford Case? 45 Cor. L. Rev. 111 (1945). Magill’s comments preceded 
T.D. 5488, 1946-1 Cum. Butt. 19, which introduced the Clifford regulations. T.D. 5567, 
1947-2 Cum. Butt. 9 amended the regulations to their present content. Sce also Mim. 
5968, 1946-1 Cum. Buti. 25 and Mim. 6156, 1947-2 Cum. Butt. 13, as to applicability 
of these T.D.’s to earlier years. 

87 See Alexandre, A Case Method Restatement of the New Clifford Regulations, 3 
Tax L. Rev. 189 (1947). 

88 Blair v. Comm’r, 300 U.S. 5, 57 Sup. Ct. 330 (1937). Blair’s difficulties with the 
Commissioner first began relative to the year 1923. The Commissioner successfully argued 
that under local Illinois law the trust of which Blair was the beneficiary was a spend- 
thrift trust and his interest was inalienable. Comm’r v. Blair, 60 F.2d 340 (7th Cir. 1933), 
cert. denied, 288 U.S. 602, 53 Sup. Ct. 386 (1933). Thereafter the trustees brought suit 
in Illinois to obtain a construction of the will under which the trust had been created. 
The Illinois court held that the trust was not a spendthrift trust and that the assignments 
were valid. Blair v. Linn, 274 Ill. App. 23 (1934). The issue remained as to the tax 
effect of these assignments for years still open at the time of the decision of the Illinois 
court (i.e., 1924-1929). 

89 The provisions of the testamentary trust and of the assignment are set forth in 
Comm’r v. Blair, 60 F.2d 340 (7th Cir. 1932). The testator’s will is more amply set 
forth in Comm’r v. Blair, 83 F.2d 655, 658 (7th Cir. 1936). The terms of the trust re- 
quired payment to the beneficiary by the trustee. Such a trust under existing tax law 
would be categorized as a “currently distributable” trust under I.R.C. §162(b) rather 
than a discretionary trust under I.R.C. §162(c). 

90 See generally, Buck, supra note 16, at 134-139. That author states at 138: “Of 
course, the distinction between an assignment of a trust estate and the assignment of 
future income may seem like a shadowy one to the practical mind because the equitable 
estate of a trust beneficiary is a use, that is, the right to income. However, the Revenue 
Acts accept property concepts and an equitable estate is as truly property as a legal 
estate. The income from an equitable estate should no more be taxed to the transferor 
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fore, set forth a method for taxing the income to such beneficiary as the 
equitable owner; (c) since, in essence, the only right involved is the 
right to trust income, an unequivocal assignment of that right by such 
beneficiary satisfies the ownership test in that the latter has parted with 
the only faggot in his “bundle”; *? (d) therefore, the assignee is now 
the equitable owner of the trust corpus and the income is taxable to him. 
The important premise is that Congress has chosen to accept the refine- 
ment of trust law that the beneficiary of a “currently distributable” trust 
is the equitable owner. On this premise, the courts, although quite willing 
to snub venerated property concepts at Congress’ behest “or on their own 
initiative,** have in this instance little choice but to accede. 

But if the Horst case stands for the proposition that assigned income 
remains taxable to the assignor, are the Blair and Horst decisions in con- 
flict? Some early reaction to the question was that the Blair rationale 
had been discarded by the Horst approach.** It seemed that, if the Horst 


thereof than should the income from a legal estate be taxed to the transferor thereof.” 

More specifically, the taxing statute (section 219 of the Revenue Act of 1921) through- 

out 1921 to 1926 provided that in the case of a “distributable” trust “the tax shall not be 
paid by the fiduciary, but there shall be included in computing the net income of each 
beneficiary that part of the income of the... trust for its taxable year which... is 
distributable to such beneficiary, whether distributed or not... .” It is evident that the 
power to tax such a beneficiary on income which he may not actually receive during the 
taxable year rests on the concept that he is the equitable owner of the corpus. In Freuler 
v. Helvering, 291 U.S. 24, 41, 54 Sup. Ct. 308, 319 (1934), the Court thus stated the 
proposition : 
“. . . the scheme of the Act is to treat the amount so distributable, not as the trust’s in- 
come, but as the beneficiary’s. But as the tax on the entire net income of the trust is to 
be paid by the fiduciary or the beneficiaries, or partly by each, the beneficiary’s share of 
the income is considered his property from the moment of its receipt by the estate. This 
treatment of the beneficiary’s income is necessary to prevent the possibility of postpone- 
ment of the tax to a year subsequent to that in which the income was received by the 
trustee. If it were not for this provision, the trustee might pay on part of the income 
in one year and the beneficiary on the remainder in a later year. For the purpose of 
imposing the tax, the Act regards ownership, the right of property in the beneficiary, as 
equivalent to physical possession. The test of taxability to the beneficiary is not receipt 
of income, but the present right to receive it.” (italics supplied) 

91 The present provisions of I.R.C. §162(b) provide for essentially the same treatment 
of the beneficiary as is indicated in note 90 supra. Under the modern-day provision, the 
“currently distributable” income is includible in the trust income, deductible by the trust, 
and then includible in the beneficiary’s income. 

92 Blair v. Comm’r, 300 U.S. 5, 13, 57 Sup. Ct. 330 (1937): “The assignment of the 
beneficial interest is not the assignment of a chose in action but of the ‘right, title, and 
estate in and to property.’ . . . We conclude that the assignments were valid, that the 
assignees thereby became the owners of the specified beneficial interests in the income. 
... See also Comm’r vy. Field, 42 F.2d 820 (2d Cir. 1930) ; Lowery v. Helvering, 70 
F.2d 713 (2d Cir. 1934). Cf. Bell’s Estate v. Comm’r, 137 F.2d 454 (8th Cir. 1943) 
(capital gain on sale of beneficial interest) and Jane B. O’Malley-Keyes, 4 T.C. 976 
(1945) (gift tax). 

93 See e.g., Corliss v. Bowers, 281 U.S. 376, 50 Sup. Ct. 336 (1930). 

94 See e.g., McCauley v. Comm’r, 44 F.2d 919 (Sth Cir. 1930). 

95 See e.g., Judge Groner’s dissent in Huber v. Helvering, 117 F.2d 782, 785 (D.C. Cir. 
1941), discussed in Note, 26 Cornett L.Q. 510 (1941). 
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case ignored the property cast of an interest coupon in order to prevent 
the shifting of a pure income right, a similar approach would thereafter 
defeat the type of tax avoidance sanctioned in the Blair case. But the 
Court in the Horst case itself ** and in its subsequent opinions *” indicated 
its belief that the two cases are reconcilable. 

One obvious difference between the two cases involves the period of 
time during which the assignment is effective. In the Horst case the 
assignee was given the right to income for one year; in the Blair case 
the assignee was given a right to income during the life of the assignor. 
Even if we agree that the tax avoidance aspects are more flagrant in the 
former case, the distinction is not very useful.** It would seem that the 
rationale of the Horst case is not based on temporal considerations. Thus, 
if a stockholder assigns his right to dividends, regardless of the period 
during which the assignment remains or is to remain in effect, it would 
appear that the dividend income should remain taxable to the owner of 
the stock (the assignor) occupying the status of shareholder.*® And, 
although this may be more of an academic rather than a practical problem, 
the same result would seem to follow if the bondholder assigns his future 
interest rights for an indeterminate period. 

If a distinction based on the different periods during which the Horst 
and Blair assignments were effective is unsatisfactory, how are the cases 
to be reconciled? The answer would seem to be that the Court did not 
regard the Blair problem as involving a choice of two possible properties. 
Burrowing under the shell of the trust entity, let us again assume that the 
corpus of the Blair trust consists of bonds. In that event the trust income 
is in reality interest income. Now, Mr. Blair, as life beneficiary of a 
“currently distributable” trust, is to be regarded as the owner of the 
entrusted bonds. This has been established by legislative edict. If so, 
assignment of his beneficial interest in the trust income transferred the 
equitable ownership of the bonds (and the lender status) to his assignees. 
In brief, only one property was involved. If the trust concept is an un- 


96 See Helvering v. Horst, 311 U.S. 112, 118, 61 Sup. Ct. 144, 148 (1940). 

97 See Harrison v. Schaffner, 312 U.S. 579, 582, 61 Sup. Ct. 759, 761 (1941). 

98 See Note, Taxability of Beneficiary-Assignor on Assignments of Trust Income, 
50 Yate L.J. 512 (1941) ; but cf. Note, 41 Cor. L. Rev. 340 (1941). 

99 See B. O. Mahaffey, 1 T.C. 176 (1942), rev’d, 140 F.2d 879 (8th Cir. 1944), where 
a son made what was entitled an “Assignment of Dividend Income from Stocks” to his 
mother. The assignment was for the period of the mother’s life and the son stated that 
he held the stocks “in trust for the purpose of accomplishing the dividend income assign- 
ment.” The Tax Court found that no trust had been created and taxed the income to 
the son on the Horst rationale. The Circuit Court reversed, finding that a valid, irrevoca- 
ble trust had been created in favor of the mother. “It follows,” said the Circuit Court 
at 882, “that on the creation of the trust [the] mother took a present equitable estate 
in the corporate stock which constituted the corpus of the trust.” 
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happy refinement in the tax law, it must be admitted that the legislature 
has put it there.*”° 

Congress has permitted income-shifting where A places bonds in a 
“strict” trust with B as life beneficiary of the interest income. If B had 
the power to vest the corpus in himself and if he exercised that power, he 
could then by the creation of another trust, measured by his own (B’s) 
life, effectuate an assignment of such interest income to C, and C would 
then become taxable on the income.** The result of the Blair case is 
analogous and properly translates an existing legislative approach to trust 
situations. 

It is regrettable, however, that the Blair rationale has been regarded as 
controlling in situations not involving specialized trust concepts.*®’ It is 
submitted that the judiciary should avoid blanket analogy to the Blair 
opinion in non-trust cases. Ordinarily, the transmutation of a pure in- 
come right into an independent property should be limited to those situa- 
tions where the Congressional alchemists have distilled a rule. 

The Schaffner case ** is an interesting ramification of this problem of 
assignments of trust income. In that case the life beneficiary of a testa- 
mentary trust assigned income of the trust for the year following the 
assignment to her children. It was, of course, argued on purported analogy 
to the Blair case, that such assignees were equitable owners of a property 
and that such income was therefore taxable to them. This argument left 
Justice Stone unconvinced. He justified taxing the assignor in this 
language : *°* 


Even though the gift of income be in form accomplished by the temporary 
disposition of the donor’s property which produces the income, the donor 
retaining every other substantial interest in it, we have not allowed the form 
to obscure the reality. Income which the donor gives away through the medium 
of a short-term trust created for the benefit of the donee, is nevertheless income 
taxable to the donor. Helvering v. Clifford, supra; Hormel v. Helvering, 312 
U.S. 552, 61 S.Ct. 719. We perceive no difference, so far as the construction 
and application of the Revenue Act is concerned between a gift of income in 
a specified amount by the creation of a trust for a year, see Hormel v. Helver- 


100 There simply is no legal basis for splitting a bond into separate legal and equitable 
interests. What basis exists for arguing that eleven annual bond coupons represent an 
“equitable ownership” of the bond? Even in such an extreme instance, a Horst, Sr. would 
still be the owner of the bond standing in the status of lender. 

101 Cf, Reg. 111, Sec. 29.22(a)-21-(c). 

102 See e.g., the dissenting opinions in the Horst and Eubank cases and in Lusthaus v. 
Comm’r, 327 U.S. 293, 298, 66 Sup. Ct. 539 (1946). See also Lewis L. Strauss, 8 T.C. 
1058 (1947), aff'd in part and rev'd in part, 168 F.2d 441 (2d Cir. 1948), cert. denied, 
335 U.S. 858, 69 Sup. Ct. 132 (1948). 

103 Harrison v. Schaffner, 312 U.S. 579, 61 Sup. Ct. 759 (1941). See also Huber v. 
Helvering, 117 F.2d 782 (D.C. Cir. 1941). 

104 Harrison v. Schaffner, 312 U.S. 579, 583, 61 Sup. Ct. 759, 762 (1941). 
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ing, supra, and the assignment by the beneficiary of a trust already created of 
alike amount from its income for a year. (italics supplied) 


The Schaffner situation, like the short-term aspect of the Clifford case, 
is not amenable to the normal control implications of the ownership test.*”° 
The res test in Schaffner resembles the analysis of the Horst opinion.” 
As in the short-term trust situation, justification for the result lies in a 
comparative technique. Thus, the Blair case presented a situation suffi- 
ciently akin to section 162(b) to come within the scope of income-shifting 
permitted by Congress. The Clifford case, on the other hand, was more 
analogous to the pattern indicated in section 166, where Congress had 
shown a purpose to prevent income-shifting. With such indications of 
Congressional purpose, the Court elected to regard the assignee as owner 
in Blair and to regard the assignor as owner in Clifford. The Schaffner 
pattern was realistically related to the Clifford case; only formalistic 
reasoning could bring it within the Blair rationale. The Schaffner result 
is therefore a logical one. Once again, however, it is urged that it is 
basically a pigeon-holing of a problem *” within the framework of existing 
legislative rules relative to taxation of trusts. It has no necessary impact 
on conceptual approaches as they apply to non-trust problems. 


III. ATTRIBUTION CONTINUED: ASSIGNMENTS OF PROPERTY INVOLVING 
LABor and CAPITAL OF THE ASSIGNOR 


It is clear that income from labor, regardless of assignments seeking 
to deflect it, is taxed to the earner. Income from capital is taxed to the 
owner of the income-producing property. And where a question is pre- 
sented as to what is the income-producing property, it has been suggested 
that we may disregard the property classification of the assigned res (¢.g., 
negotiable bond coupon) by attributing income (¢e.g., the interest) to the 
owner of that property (e.g., the bond) which represents the relationship 
from which the income right derives. Furthermore, it has been argued 
that assignments of trust income, presenting problems which are resolved 


105 See discussion supra, at 447. 

106 An appreciation of the “pull” of the Horst opinion against the Blair rationale, caused 
Surrey to predict the result of the Schaffner case. See Surrey, supra note 48, at 790. 
See also Note, Taxability of Beneficiary-Assignor on Assignment of Trust Income, 
supra note 98. 

107 It is noteworthy that the process of “drawing the line” between an assignment of 
trust income for a period of years (Schaffner) and an assignment of the complete bene- 
ficial interest (Blair) has also been accomplished by comparative technique. Thus, as- 
signments of trust income for a period of years have been handled on analogy to the 
crystallizing principles relative to short-term trusts. See ¢.g., Hawaiian Trust Co. v. 
Kanne, 172 F.2d 74 (9th Cir. 1949). Cf. Farkas v. Comm’r, 170 F.2d 201 (5th Cir. 1948). 
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under the guidance of specific legislation, are not necessarily analogous 
to assignments of other types of property. 

Many, if not most, situations defy categorization as income from either 
labor or capital. The res assigned may be a property giving the assignee 
rights to income derived from both the assignor’s labor and capital. Two 
problems will be considered: (A) the problem of created property and the 
choice of approach and (B) the problem of the family partnership and 
fusion of the tests. 


A. CREATED PROPERTY: ?°? CHOOSING THE APPROACH 


What approach are we to utilize where property is produced by the labor 
and capital of the assignor? Are we to assess the amount of labor that 
went into the creation of a statue and, to that extent, tax the sculptor on 
exhibition proceeds received by the donee of the statue? Or are we to 
ignore the labor element and the Earl-Eubank approach and are we to tax 
such proceeds to the donee, the owner of the income-producing property? 
What if the creator licenses his product and assigns the licensing contract 
to his son? If the creator is not taxed as earner, what is the result of 
applying the ownership test? What is the income-producing property— 
the product (e.g., a manuscript or an invention) or the licensing contract? 
Of what assistance is the res test in obviating this difficulty? Of what 
importance is the Blair rationale to determining whether or not the 
licensing is the income-producing property? 

The three general patterns will be considered. They are (1) the creator 
of the property licenses its use and‘ assigns the royalties to his son; (2) 
the creator assigns the property to his son and the son licenses its use and 
collects the royalties; (3) the creator of the property licenses its use and 
assigns the licensing contract and the future royalties thereunder to his 
son. 

1. Assignment of Royalties. 

Assigned royalties are taxable to the assignor. It seems clear that the 
judiciary may choose either one of the two approaches embodied in the 
Earl and Clifford cases. 

108 Tt is interesting to note the battle that is still waging on the issue of whether copy- 
right is a property right or a right of personality. Advocates of the notion that copyright 
is not a property right are primarily concerned with advancing the concept of moral right 
and the universality of the author’s remedies. It shall be assumed that the constitutional 
monopolies granted to created works are generally “property” under our jurisprudence. 
See generally, 1 Lapas, THE INTERNATIONAL PROTECTION OF LITERARY AND ARTISTIC 
Property 1-12 (1938). See also, Rurrtnt, DE La Protection INTERNATIONALE DES 
Droits SUR LES Oruvres LITTERAIRES ET ARTISTIQUES, RECEUIL DES Cours 391 (vol. 
12, 1926); Roeder, The Doctrine of Moral Rights: A Study in the Law of Artists, 
Authors, and Creators, 53 Harv. L. Rev. 554 (1940). Cf. Finkelstein, Book Review of 1 
Lapas, ibid., 48 Yate L.J. 712 (1939) ; Chafee, Book Review of 1 Lapas, ibid., 52 Harv. 
L. Rev. 1378 (1938). 





' 
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If the assignor created the product, obtained the statutory monopoly, 
and arranged through the licensing agreement to make it productive of 
income, it is possible to regard him as the earner of income and to tax 
the assigned royalties to him under the Earl-Eubank approach.*” Cer- 
tainly, where the assignor’s right to royalties arises from personal services 
performed for the creator of the property as his broker, it is obvious that 
the royalties are compensation-income and that the Eubank rationale will 
tax such assigned royalty-compensation to the assignor.**° 

So also, if the assignor owns both the product and the licensing con- 
tract, it is clear that he is taxable on the assigned royalties under the 
ownership test."** The question of which of the two—the product or the 
licensing contract—is the income-producing property becomes particularly 
significant when the licensing contract itself is assigned. That problem 
is discussed hereinafter. 

2. Assignment of the Created Product.” 

The question posed by an intra-family assignment of a created product 
(e.g., @ manuscript) involves the basic choice between the Eubank 
rationale and the Clifford approach. As we shall see, we cannot compro- 
mise ; we cannot tax the donor-creator at the time of the gift as earner *** 
and then tax the donee thereafter as owner. We must choose one tax- 


payer and one approach. 


109 Sax Rohmer, 14 T.C. 1467 (1950). 

110 Cf, Strauss v. Comm’r, 168 F.2d 441 (2d Cir. 1948), reversing and affirming in pari, 
8 T.C. 1058 (1947), cert. denied, 335 U.S. 858, 69 Sup. Ct. 132 (1948). The Tax Court 
opinion, reviewed by the Court with three dissents, argued that on analogy to the Blair 
case (discussed supra, at 451) the taxpayer had assigned a contract right to royalty pay- 
ments and that such contract right was the income-producing property. The author has 
already submitted that the Blair case is an inappropriate analogy to such a non-trust situ- 
ation. And the Eubank rationale was invoked by the Second Circuit to reverse the Tax 
Court. 

111 Lewis v. Rothensies, 61 F.Supp. 862 (E.D. Pa. 1944), aff'd per curiam, 150 F.2d 
959 (3d Cir. 1945). 

112 In treating of this problem, the author is primarily concerned with the created prod- 
ucts which come within the purview of the copyright and patent laws. For the purposes 
of our jurisprudence, both statutory monopolies raise similar problems. See Wolff, Copy- 
right Law and Patent Law: A Comparison, 27 Iowa L. Rev. 250 (1942). For pur- 
poses of our tax law the problems in both fields are closely related. But compare the 
recent exclusion of copyright from the definition of capital asset in I.R.C. §117(a) (1) (C). 
The original proposal in H. R. 8920, 80th Cong., 2d Sess. (1948) would have excluded 
patents as well, but the Senate deleted patents from the exclusion, thereby making capi- 
tal gains rates still available to the inventor under certain circumstances. On the issue 
of whether entertainers have property rights in fictional characterizations (such as “Amos 
’n’ Andy”) created by them, see Mintz, Entertainers and the Capital Gains Tax, 4 Tax 
L. Rev. 275 (1949). Re the problem whether a secret process constitutes property,, see 
Wall Products Inc., 11 T.C. 51 (1948). 

113 See those sections of this article treating of realization problems in the SEconp 
INSTALLMENT. 
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In general terms, since the labor of the creator of the product may 
be most responsible for the ultimate income derived from the product, 
one might incline toward categorizing the resulting income with other 
income from personal services.** That is to say, income-shifting may be 
prohibited under the earner test, even though the creative “personal 
efforts” *** have been expended in the past and even though there is no 
continued control of the flow of income by the creator-assignor. 

On the other hand, income-shifting is permitted where the donor trans- 
fers dominion and control of property. Unlike the earner of personal 
service income, the donor of property can deflect the income therefrom 
at the price of parting with his package of powers. On these premises 
one is impelled to categorize the created product as property. That is to 
say, income-shifting may be permitted under the ownership test where 
the donor has transferred dominion and control of a created product which 
is substantially more than a mere income right. The author believes that 
the ownership test is the more appropriate approach. 

The Code itself recognizes that a created product is “property.” *** As 
a “property” generally recognized for tax purposes,*”’ it does not resemble 


114 See IncomME Tax STATUTE, TENTATIVE Draft No. 1, A.L.I. 9 (1949). The restaters 
propose the following: 


“Personal Services.—The transfer by gift of— 

(A) A right to compensation for services of the transferor; or 

(B) Property which is the product of the transferor’s personal exertions, shall 
not prevent attribution to the transferor of such compensation or the income from, 
or the gain on the disposition of, such property.” 

115 The restaters use the expression “personal exertions” (note 114 supra). The Code 
uses the expression “personal efforts” (I.R.C. §117(a)(1)(C)(i) set forth at note 
116 infra). 

116]. R.C. §117(a) (1) provides: 


“(a) Definitions—As used in this chapter— 

(1) Capital assets—The term ‘capital assets’ means property held by the taxpayer 
(whether or not connected with his trade or business), but does not include... 

. (©) a copyright; a literary, musical or artistic composition or similar property; 

e 

ti) a taxpayer whose personal efforts created such property, or ° 

(ii) a taxpayer in whose hands the basis of such property is determined, for 
the purpose of determining gain from a sale or exchange, in whole or in part 
by reference to the basis of such property in the hands of the person whose 
personal efforts created such property ... .” (italics supplied) 

ILR.C. §117(a) (1) (C) (ii) relates to I.R.C. $113(a) (2), requiring the donee to take 
the donor’s basis for the purpose of computing gain on a sale. Since we are here con- 
cerned with the recurring income (royalties) from such property rather than the non- 
recurring gain of a sale, further treatment of the latter problem will be postponed. See 
the discussion of realization problems contained in the SEconpD INSTALLMENT. 

117 Taxpayers seeking to ignore the property status of their works have failed to con- 
vince the courts. See E. Phillips Oppenheim, 31 B.T.A. 563 (1934) (royalty income was 
not “received as compensation for personal services actually rendered” within the mean- 
ing of Revenue Act of 1928, Sec. 31, relative to the earned income credit) ; Ehrlich v. 
Higgins, 52 F.Supp. 805 (S.D.N.Y. 1943) (moneys from licensing of materials for 
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either the contract for renewal commissions (Eubank) or the negotiable 
bond coupon (Horst)—neither of which carried the Congressional 
label of “property.” If Congress has described the created product as 
“property,” it may be difficult for the courts to do otherwise. Their only 
choice would seem to be to tax the income to the owner of the property. 
If this argument seems too arbitrary, it can be reinforced by conceptual 
justification for discarding the earner test. 

It is clear that the value of the assigned product is normally not the 
exclusive result of the creator’s labor. Many cash outlays may not be 
currently deductible by the creator.** These capital expenditures, adding 
to the value of the ultimate product, may well be responsible for much of 
the income thereafter received by the assignee. Since the creator has 
parted with dominion and control of this capital, there seems to be little 
basis for attributing the entire post-assignment income to him as earner. 
To allocate the value of the assigned product as between capital and labor, 
taxing income from the former to the donee and income from the latter 
to the donor, would be too cumbersome and is rejected as being adminis- 
tratively inexpedient.*”” 

Even if we overlook the creator-donor’s capital investment in the 
product (or find it non-existent), it is apparent that fundamental differ- 
ences exist between an assignment of a created product and an assignment 
of contracts re renewal commissions. In the latter case the contracts 
assigned—as in the case of a negotiable bond coupon—are merely a bare 
right to income. The property status of such contracts may assuredly be 
ignored,**° leaving taxation of the earner as the controlling rationale. But 
where an author assigns a manuscript, the res assigned is clearly more than 
a bare right to income. There are a whole variety of steps which the 


production of motion picture on the life of Dr. Ehrlich held not to be damages for inva- 
sion of right of privacy but rather income from property). 

Depreciation of “property” is treated in I.R.C. §23(1). Reg. 111, Sec. 29.23(1)-7 con- 
strues the word “property” as used in that section to include a patent or a copyright. 
The sale of a copyright or patent is treated as a sale of “property” for the purpose of 
applying I.R.C. §§111 and 113. See Reg. 111, Sec. 29.22(a)-9. So also I.R.C. §119(a) (4), 
classifying income from sources within the United States as including “royalties for the 
... privilege of using in the United States patents, copyrights, secret processes and 
formulas, goodwill, trade-marks, trade brands, franchises, and other like property.” (italics 
supplied) 

118 See Reg. 111, Sec. 29.242. 

119 See note 125 infra. 

120 See Shuster v. Helvering, 121 F.2d 643, 645 (2d Cir. 1941), where Judge Learned 
Hand said: “No word [‘property’] is more loosely used and it is easy enough to find 
authorities speaking of contracts as ‘property,’ but the consequences of so treating them 
for purposes of the income tax are absurd. It would follow for instance that all future 
payments which should become due under a contract of employment must be charged off 
at their discounted value. . . .” Compare cases dealing with assignments of licensing 
contracts cited infra note 134. 
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assignee may take to make a manuscript productive of income.’** Here the 
donee’s powers *** emphasize the property cast of the product. 

The final objection to accepting an analogy to the Eubank rationale 
seems to rest on the actual fact pattern presented. For general purposes 
it may be that the facts involve two earners ***°—the donor, whose personal 
exertions created the manuscript, and the donee, whose labors were ex- 
pended in arranging for its licensing among various entrepreneurs.’ If 
that is the case, the assumption that only one of the two can be the earner 
is invalid and the courts will undoubtedly turn to the ownership test as an 
escape from that dilemma.’ 

Intimations of these objections to the Eubank analogy appear in the two 
Wodehouse cases involving assignments of created products. On essen- 
tially similar facts, the Second Circuit *** and the Fourth Circuit *” reached 
opposite results. Each Circuit came to its conclusion with one dissenting 
voice. The Second Circuit found for Mr. Wodehouse. His assignment of 
a one-half interest in a manuscript to his wife was a valid gift of property. 
Income from such an interest was taxable to his assignee. The Court 
expressly argued that the Eubank rationale was inappropriate in that 
Mr. Wodehouse was not the creator of his wife’s right to receive royalties. 
He was the creator of the story but her right to receive royalties arose 
from a contract negotiated by her agent on her behalf. Finally, the Court 
found no evidence of retention of dominion and control by the assignor.’* 


121 See Chafee, supra note 108, at 1384. The exclusive rights available to the holder 
of a copyright are set forth in 17 U.S.C.A- §1 (1947). That the assignee of the copy- 
right acquires these rights is clear from 17 U.S.C.A. §28 (1947). The common law copy- 
right in unpublished works is preserved to the “author or proprietor” under 17 U.S.C.A. 
§3 (1947). The exclusive right “to make, use, and vend” the patented invention is set 
forth in 35 U.S.C.A. §40. These patent rights are assignable under 35 U.S.C.A. §47. 

122 The issue is not whether there is a ready market for a Jeeves or a Fu Manchu story. 
The power of the assignee relates to the method of marketing. 

123 We are not here concerned with the assignment of an interest in a product where 
the assignee-child worked with the assignor-parent in its development. Royalties allocable 
to such assignee’s interest are, of course, taxable to the assignee under either the earner 
or the ownership tests. See Carl G. Dreymann, 11 T.C, 153 (1948). 

124Tt is assumed that the assignee, not the assignor, arranges for the marketing of the 
created product. On the other hand, if it is the assignor who markets the product, that 
fact may indicate that under the ownership test the assignor has not parted with dominion 
and control. In such event, the assignor is taxable under either the earner or the owner- 
ship tests. Cf. Wodehouse vy. Comm’r, notes 126-129 infra. See also cases cited in note 
150 infra. 

125 Allocation of royalty income to donor’s capital (taxable to donee) and to donor's 
labor (taxable to donor) was rejected as not feasible. So also a further allocation between 
donor’s labor (taxable to donor) and donee’s labor (taxable to donee) renders any such 
suggestion quite preposterous. 

126 Wodehouse v. Comm’r, 177 F.2d 881 (2d Cir. 1949), reversing 8 T.C. 637 (1947). 

127 Wodehouse v. Comm’r, 178 F.2d 987 (4th Cir. 1949), affirming 8 T.C. 637 (1947). 

128 The Second Circuit argued that the fact that Mr. Wodehouse sent the manuscript 
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The Fourth Circuit upheld the Commissioner, but its decision was not 
rested on the Eubank approach of taxing income to the earner. Rather, it 
viewed the facts with the ownership criterion in mind and found that 
Mr. Wodehouse had not parted with control.**® 

It seems highly probable that the courts will continue to treat created 
products as a property of substance and will permit the issue of the taxable 
person to revolve around the ownership test.**° 


to the literary agent who customarily acted for him in making contracts with publishers, 
did not warrant the conclusion that he had retained dominion and control. The agent was 
advised of the assignment and was instructed to send to Mrs. Wodehouse her half of 
the proceeds of any contract negotiated. The absence of any evidence as to whether Mr. 
Wodehouse had consulted with his wife prior to sending the manuscript did not permit 
of an adverse inference, since the taxpayer was unable to testify because of the impossi- 
bility of securing transportation from Europe in 1945. The Court, by way of dictum, 
advanced the doubtful contention that, even if Mr. Wodehouse did not actually consult 
his wife, it still did not show that “they had previously agreed that he should retain con- 
trol of the half interest purportedly conveyed to her. . . . A husband may be so certain 
that his wife will follow his advice on business matters that he will assume to act on 
her behalf without previous consultation, but this does not mean that he has reserved 
legal power to do so when making her the gift.” Jd. at 884. Finally, the fact that the 
agent did not notify the publisher of the joint ownership was not persuasive. The contract 
between the publisher and the agency called for a reassignment “to the author” of all 
rights except serial rights. The Court argued: “If the publishing company had reassigned 
the rights to Mr. Wodehouse and he had accepted them that might, indeed, justify an 
inference that he did not by his gift intend to renounce dominion of the half interest con- 
veyed to his wife, but there is no evidence that the company has as yet made any reassign- 
ment.” Jd. at 884. 

129 The factors considered in note 128 supra were regarded by the Fourth Circuit as 
sufficient to point to the continued control of the property by Mr. Wodehouse. Addi- 
tionally, the Court noted that Mr. and Mrs. Wodehouse maintained a joint bank account. 
Admitting that the evidence did not show that these proceeds were deposited in this 
account, the Court thought that such a deposit was “not improbable.” Judge Clark’s 
dissent in the Second Circuit case (177 F.2d at 885) was utilized in the Fourth Circuit's 
reasoning (178 F.2d at 993). Judge Clark believed that “because the assignment was 
made before, rather than after, the assured sale of the novel seems to me to rely on 
the kind of nice distinction which the Supreme Court has often told us is not to be per- 
mitted to inhibit the taxing power.” Judge Clark’s reasoning may be appropriate where 
the “assured sale” was substantially consummated prior to the gift (see infra, at 467). It 
is submitted that this emphasis was justifiable, if at all, because of the sketchy state of 
the Wodehouse record (compare comment in note 122 supra). 

130 Some observers may believe that “creative” taxpayers are entitled to tax preference 
both in Congress as well as in the courts. See e.g., Shulman, The Artist and His Tax 
Burdens, 27 Taxes 101 (1949). The author does not share that conviction. See Soll, 
Essay Competitions and Income Tax Contests, 6 Tax L. Rev. 109 (1950), where the 
author ‘criticized McDermott v. Comm’r, 150 F.2d 585 (D.C. Cir. 1945), for excluding 
an essay contest award from a scholar’s income. In short, the author’s position, per- 
mitting the creator to shift income, is not influenced by discriminatory sympathy for 
creators (except as to the problem of “bunched” income) or by the notion that the 
Constitutional fathers in granting patent and copyright monopolies intended that this 
preference extend to the interpretation of our revenue laws. Of course, it is impossible 
to assess the effect of this factor on our judiciary. But if it has any bearing on the judi- 
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3. Assignments of Licensing Contracts. 

The more difficult problem seems to be the situation where the creator 
has combined his labor and capital to produce, let us assume, an inven- 
tion, to obtain a patent, and to enter into a licensing agreement with a 
manufacturer under which he is to receive royalties. Now, if the inventor 
assigns the licensing contract to his son, is the property rank of such a 


contract more substantial than that of Mr. Eubank’s contract for renewal 


commissions? There is no categorical answer. If the rights (other than 
the right to royalties) under the contract are insubstantial,*** it would 
seem that the assignor, having invented and marketed his product, is, as 
earner, the taxable person. On the other hand, if the contract embodies 
more than a mere right to receive the royalty income,’” the property 
aspect of the assigned contract may be sufficient to insulate the assignor 
from the Eubank rule. Blanket analogy to the Blair rationale might result 
in treating all licensing contracts as property. For reasons heretofore 
stated,*** it is submitted that such a position is untenable since it ignores 
the important factor that the Blair case involved a particular problem 
(trust income) concerning which the Congress had spoken. 

Where the licensing contract is an important property—involving a 
sufficiency of rights, duties, and powers over and above licensing the 


cial process, it will incline the courts to utilize the ownership test and to permit income- 
shifting where the creator has parted with dominion and control of the property. 

181 When are the rights in a licensing contract insubstantial? Drawing the line here 
may prove extremely difficult. If copyrights and patents are regarded as indivisible prop- 
erty, then it may be that the rights transferred under the licensing contract are not “prop- 
erty” at all. If so, there may be no basis-for giving any licensing contract a property 
status. This problem of indivisibility has been bandied about by the bench and bar in a 
most inconclusive manner. The problem is usually raised in situations involving the ap- 
plication of capital gains rates. The Supreme Court has not spoken on the issue despite the 
fact that it was thought that the Wodehouse case would induce a divination. See Comm’r 
v. Wodehouse, 337 U.S. 369, 69 Sup. Ct. 1120 (1949) and in particular, Justice Frank- 
furter’s dissent, id. at 401, 69 Sup. Ct. at 1135. For discussions of this problem, see e.g., 
Fulda, Copyright Assignments and the Capital Gains Tax, 58 Yate L.J. 245 (1949); 
Fincke, An Analysis of the Income Aspects of Patents, Copyrights, and Their Analogues, 
5 Tax L. Rev. 361 (1950) ; Gitlin, Taxation of Copyright, 27 Taxes 503 (1949). 

However, if the copyright (or patent) is deemed to be divisible property, then the 
transfer of, let us say, the book rights would be a transfer of property. This property 
would be transmuted into a property interest in the contracts. See Lewis v. Rothensies, 
61 F.Supp. 862 (E.D. Pa. 1944), aff'd per curiam, 150 F.2d 959 (3d Cir. 1945). And 
this property interest in the licensing contract would be assignable. On the other hand, 
even if we assume that the courts accept the theory of divisibility, it seems probable that 
decisions in this field will not turn on formal property concepts, but will instead develop 
a wavering line of substantiality. Compare the Blair-Schaffner problem discussed supra, 
at 451. 

132 For samples of licensor’s rights, see LinpEy, Motion Picture AGREEMENTS 185 
et seq. (1947). 

188 See discussion supra, at 451. 
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patented invention—is it or the patented invention to be considered as 
the income-producing property? If it is the latter, the assignor, as owner 
of the invention, is taxable; if the former, the assignee, as owner of the 
contract, is the taxable person assuming, of course, that the assignor has 
parted with dominion and control of such contract. The few decisions 
in this area are not determinative.*** In general, they involve special fact 
patterns in which the court assumes, without deciding, that the taxpayer 
is correct in contending that the licensing contract is the income-producing 
property, and goes on to decide that under the particular facts the assignor 
retained dominion and control of the licensing contract. A simple example 
would be where the licensee is a corporation controlled by the assignor, 
the original licensor. If the licensee-corporation has the power to abrogate 
the licensing contract (a power which is, therefore, available indirectly to 
the assignor), the assignee of the license may not have sufficient dominion 
and control over the contract. If the assignee is the assignor’s son, that 
circumstance gives added weight to the conclusion. 

The Sunnen case *** has summed up the possibility of utilizing the earner 
test, the difficulty of selecting the income-producing property, and the 
resolution of the problem by looking generally to the assignor’s retention 
of dominion and control over both properties : **° 


Had the taxpayer retained the various license contracts and assigned to his 
wife the right to receive the royalty payments accruing thereunder, such pay- 
ments would clearly have been taxable income to him. It has long been estab- 
lished that the mere assignment of the right to receive income is not enough 
to insulate the assignor from income tax liability. Lucas v. Earl, 281 U.S. 111, 
50 S. Ct. 241; Burnet v. Leininger, 285 U.S. 136, 52 S. Ct. 345. As long as 
the assignor actually earns the income or is otherwise the source of the right 
to receive and enjoy the income, he remains taxable. The problem here is 
whether any different result follows because the taxpayer assigned the under- 
lying contracts to his wife in addition to giving her the right to receive the 
royalty payments. 

It is the taxpayer’s contention that the license contracts rather than the 


134 See e.g., Estate of J. G. Dodson, 1 T.C. 416 (1943), petition for review dismissed, 
5th Cir. Sept. 1, 1943. See also, Nelson v. Ferguson, 56 F.2d 121 (3d Cir. 1932), cert. 
denied, 286 U.S. 565, 52 Sup. Ct. 646 (1932); John F. Canning, 29 B.T.A. 99 (1933) ; 
Julius C. Lilienfield, 35 B.T.A. 391 (1937). Both the Nelson and Lilienfield cases are of 
dubious value in view of their pre-Horst-Eubank vintage. See Casey, Sale of Patents, 
Copyrights, and Royalty Interests in ProckEEDINGS oF NEw York UNIversIty SEVENTH 
ANnNuaAL INSTITUTE ON FEDERAL TAXATION 383, 396 (1949). Cf. Comm’r v. Sunnen, 
333 U.S. 591, 68 Sup. Ct. 715 (1948). 

185 Comm’r v. Sunnen, 333 U.S. 591, 68 Sup. Ct. 715 (1948). This case did involve 
the control of the licensee by the assignor set forth in the cited example. The case is 
discussed in Beck, Assignments of Income From Inventions: Tax Minimization, 2 Rut- 
cers L, Rev. 221 (1948) ; Note, Jntra-Family Assignments and Income Taxation: Use 
of the Corporate Form as a Means of Avoidance, 57 Yate L.J. 308 (1947). 

186 Jd, at 603-604, 68 Sup. Ct. at 722. 
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patents and the patent applications were the ultimate source of the royalty pay- 
ments and constituted income-producing property, the assignment of which 
freed the taxpayer from further income tax liability. We deem it unnecessary, 
however, to meet that contention in this case. It is not enough to trace income 
to the property which is its true source, a matter which may become more 
metaphysical than legal. Nor is the tax problem with which we are concerned 
necessarily answered by the fact that such property, if it can be properly iden- 
tified, has been assigned. The crucial question remains whether the assignor 
retains sufficient power and control over the assigned property or over receipt 
of the income to make it reasonable to treat him as the recipient of the income 


for tax purposes. 


Future cases may not involve a licensee controlled by the assignor. In 
that event, the court may be pressed to make a choice between the two 
properties involved. It was suggested that the res test could be utilized 
to solve that dilemma, much as was done in the Horst case. If the contract 
rights under the particular licensing contract are substantially more than 
a bare right to royalty income, the licensor-licensee relationship is an 
important status. The royalties can be said to take their quality as income 
from that relationship. The assignee of the contract rights, occupying the 
status of licensor, should therefore be taxable on these royalties. On the 
other hand, if the licensing contract is a bare right to receive royalties, it 
would seem possible to tax the assignor under the earner test or under 
the theory that the income-producing property is the patented invention. 
In other words, the property status of the licensing contract may be 
ignored in the same way that the property status of the bond coupon was 
ignored in Horst. For instance, if the assigned contract involves a non- 
exclusive license, that factor would tend to minimize the importance of 
the licensor-licensee relationship.’ A court might then look to the owner 
of the patented invention as the person having dominion and control of 
the source of the income. On the other hand, where the assignor has 
through a licensing contract parted with most of his monopoly rights in the 
creation, there is a strong likelihood that the contract provides for various 
important powers which are now exercisable by the assignee. This factor 
would emphasize the assignee’s status as licensor, the person whose rela- 
tionship to the payor-licensee is now productive of the royalties. In other 
words, the creator has paid an adequate price for shifting the income, 
much as Mr. Horst could have accomplished a shift of the post-assign- 
ment interest by assigning the bond itself (7.e., his lender status). 


187 Jd, at 609, 68 Sup. Ct. at 725. This factor was emphasized and seemed to incline the 
Court to the view that in such an instance the patent was the income-producing property. 
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B. FAMILY PARTNERSHIP: FUSING THE APPROACHES 


Where a father assigns a partnership interest to his son and where the 
partnership income is the product of both labor and capital, what approach 
is to govern? Are we to allocate the partnership income to the father’s 
capital and to his labor, and then apply the ownership test to the former and 
the earner test to the latter? Or are we to fuse the tests and make an 
appraisal of the bona fide intention of the parties to form a partnership, 
in order to measure the total validity or invalidity of the family partner- 
ship for tax purposes? 

The problem of the family partnership has been the object of copious 
comment.*** The courts have dealt with the subject with considerable 
travail.**° It is apparent that the judicial attitude toward the family part- 
nership embodies the rationales of both the Clifford and Earl cases.**° 
To the extent that the dominant partner exercises dominion and control 
over the assigned partnership interest, the ownership test of the Clifford 
case would seem to have application. And in the measure that the partner- 
ship income is produced by the labor of the dominant partner, the Earl 
rationale would tax such income to the earner, regardless of what formali- 
ties effectuated the transfer of a partnership interest to a member of his 
family. 

In the Cumberland case *** Chief Justice Vinson has rejected the view 
that a son-partner must contribute either services or capital originating 
with him. The Chief Justice is conceptually consistent in correcting the 
Tax Court’s mis-impression *** that capital, where it is the son’s sole 


1388 See ¢.g., Bruton, Family Partnerships and the Income Tax—The Culbertson Chap- 
ter, 98 U. or Pa. L. Rev. 143 (1949) ; Veron, Taxation of the Income of Family Partner- 
ships, 59 Harv. L. Rev. 209 (1945); Paul, Partnerships in Tax Avoidance, 13 Gero. 
Wasn. L. Rev. 121 (1945) ; Simons, Family Partnerships Since the Tower and Lusthaus 
Decisions, 82 J. Accountancy 130 (1946). For discussions of the family corporation 
problem, see Alexandre, The Corporate Counterpart of the Family Partnership, 2 Tax 
L. Rev. 493 (1947); Johnson, Taxing Dividends of Family Corporations—A Dissent, 2 
Tax L. Rev. 569 (1947). 

189 The variety of fact patterns has given rise to a plethora of family partnership cases. 
One of the tax services has arranged the subject matter of these cases into a scorecard. 
See 1950 P-H 15508. 

140 See Comm’r v. Tower, 327 U.S. 280, 66 Sup. Ct. 532 (1946) ; Lusthaus v. Comm’r, 
327 U.S. 293, 66 Sup. Ct. 539 (1946). 

141 Comm’r v. Culbertson, 337 U.S. 733, 69 Sup. Ct. 1210 (1949). On remand to the 
Tax Court, the Court found that the partnership was not effective for tax purposes under 
the tests even as restated by the Supreme Court. See William O. Culbertson, Sr., P-H 
T.C. Mem. Dec. 150,187, on appeal by taxpayer, 5th Cir., Oct. 20, 1950. 

142 Jd. at 745, 69 Sup. Ct. at 1216: “The Tax Court's isolation of ‘original capital’ 
as an essential of membership in a family partnership also indicates an erroneous read- 
ing of the Tower opinion.” The Chief Justice continued (id. at 747, 69 Sup. Ct. at 1217): 
“The Tower case recognized that one’s participation in control and management of the 
business is a circumstance indicating an intent to be a bona fide partner despite the fact 
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contribution, must originate with him. The ownership test merely requires 
that the son, who has received a gift of capital from his father, continue 
to exercise dominion and control over such capital after he has contributed 
it to the family partnership. It would seem, however, that the Chief 
Justice broadened the base of judicial operation by fusing the Earl and 
Clifford rationales into an intention test.*** He concluded as follows: 


The cause must therefore be remanded to the Tax Court for a decision as 
to which, if any, of respondent’s sons were partners. . . . As to which of 
them, in other words, was there a bona fide intent that they be partners in the 
conduct of the cattle business, either because of services to be performed 
during those years, or because of contributions of capital of which they were 
the true owners, as we have defined the term in the Clifford, Horst and Tower 
cases? No question as to the allocation of income between capital and services 
is presented in this case, and we intimate no opinion on that subject. 


Perhaps, the stress laid on the criterion of “bona fide intent’’ will be 
minimized by the fact that the existence of such an intent is to be deter- 
mined, as indicated in the above language, by the accepted earner and 
ownership tests.*** Whatever inferences may be drawn from the last sen- 
tence of the foregoing quotation,*** judicial allocation of income between 
services and capital seems presently to be relegated to those situations 
where the division of profits set out in the partnership agreement is “pat- 
ently unreasonable.” **° 


that the capital contributed originated elsewhere in the family. If the donee of property 
who then invests it in the family partnership exercises dominion and control over that 
property—and through that control influences the conduct of the partnership and the 
disposition of its income—he may well be a true partner.” 

148 Jd. at 742, 69 Sup. Ct. at 1214. “The question is not whether the services or capital 
contributed by a partner are of sufficient importance to meet some objective standard 
supposedly established by the Tower case, but whether, considering all the facts—the 
agreement, the conduct of the parties in execution of its provisions, their statements, the 
testimony of disinterested persons, the relationship of the parties, their respective abili- 
ties and capital contributions, the actual control of income and the purposes for which 
it is used and any other facts throwing light on their true intent—the parties in good 
faith and acting with a business purpose intended to join together in the present conduct 
of the enterprise.” 

144 See Bruton supra note 138, at 156; Note, Income Taxation of Family Partnerships, 
50 Cor. L. Rev. 68, 77 (1950). Compare the “intention” criterion as utilized in the gift 
test discussed infra, at 467. 

145 Note that certiorari was denied in the Harts case, infra note 146, on the same day 
(June 27, 1949) that the Culbertson case, supra note 141, was decided. Justice Black was 
of the opinion that the Commissioner’s petition in the Hartz case should have been granted. 

146 The Tax Court initiated the technique of setting aside the partnership provisions as 
to the division of profits in favor of an allocation based on actualities re the contributions 
of labor and capital of the family partners. Its action was reversed by various Circuits. 
See Claire L. Canfield, 7 T.C. 944 (1946), rev’d, 168 F.2d 907 (6th Cir. 1948). However, 
the Sixth Circuit has said in Woosley v. Comm’r, 168 F.2d 330, 333 (1948), reversing 
5 TCM 1038 (1946): “Situations may be presented in which the Tax Court might prop- 
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IV. ATTRIBUTION CONTINUED: SALES OF THE ASSIGNED RES— 
THE Girt TEST 


Thus far our major concern has been the attribution of a recurring 
income yield. Special problems arise when we are dealing with the 
attribution of the non-recurring gain involved in a sale by the transferee 
of the assigned res. Resolution of these problems may turn whether the 
transferor had made a gift of the res. 

Suppose that a father negotiated for the sale of an antique table to X, 
that just prior to the consummation of the sale he transferred the table 
to his son without consideration, and that the son thereafter sold it to X 
pursuant to his father’s prior negotiations. 

To the initiate the expression “prior negotiations’ immediately calls 
to mind the line of cases stemming from the Court Holding doctrine.’* 
Those cases generally involved negotiations for the sale of a corporate 
asset by officers of the corporation, followed by a liquidation of the cor- 
poration and an effectuation of the sale by action of the shareholders. The 
determination to cause the shareholders rather than the corporation to 
effect the sale was reached in order to avoid the corporate tax. In a Court 
Holding situation the gain on the sale was taxable to the corporation as if 
the shareholders had merely acted for it. Conceptually these cases are 
akin to the instant problem. But our pattern is simpler. 

The requirements of a valid gift have been set forth in a recent case 
as follows: “(1) a donor competent to make the gift, (2) a donee capable 
of taking the gift, (3) a clear and unmistakable intention on the part of 
the donor to absolutely and irrevocably divest himself of all present and 
future title, dominion and control of the subject matter of the gift, (4) 
the irrevocable transfer of legal title and of the dominion and control of 
the gift to the donee, (5) a relinquishment by the donor of dominion and 
control of the subject matter of the gift by delivery from the donor to the 
donee.” In our hypothetical problem, it may be that a valid gift of some- 


148 


erly make allocations of income in husband and wife partnership cases; but, on its facts, 
this case is not one of that kind.” See also L. B. Hartz, P-H T.C. Mem. Dec. 47,121, 
rev'd, 170 F.2d 313 (8th Cir. 1948), cert. denied, 337 U.S. 959, 69 Sup. Ct. 1528 (1949). 
The Tax Court has accepted the conclusion of the Sixth Circuit and will not re-allocate 
income unless the agreement’s provisions are “patently unreasonable.” See O. H. 
Delchamps, 13 T.C. 281 (1949); Edward A. Ardolina, P-H T.C. Mem. Dec. 149,297, 
rev'd, 186 F.2d 176 (3d Cir. 1951). See generally on this subject, Robinson, The Alloca- 
tion Theory in Family Partnership Cases, 25 Taxes 963 (1947). 

147 Comm’r v. Court Holding Co., 324 U.S. 331, 65 Sup. Ct. 707 (1945). Cf. United 
States v. Cumberland Public Service Co., 338 U.S. 451, 70 Sup. Ct. 280 (1950). See 
Tye, Corporate Distributions—Some Current Trends, 4 Tax L. Rev. 459, 466-471 (1949) ; 
Magill, Sale of Corporate Stock or Assets, 47 Cot. L. Rev. 707 (1947). 

148 Apt v. Birmingham, 89 F.Supp. 361, 370 (N.D. Iowa 1950). 











468 TAX LAW REVIEW [Vol. 6: 


thing has been made. The real problem is whether the donor has made 
a gift of an antique table or whether he has, in effect, made a gift of the 
proceeds of its sale. It is submitted that viewing the substance of the 
transaction, there was no intention on the part of the donor to make a gift 
of the table but rather an intention to make a gift of the sale proceeds.** 
In other words, the “subject matter of the gift,” as that expression is set 
forth in the third requirement of the foregoing quotation, was the selling 
price. Therefore, under any approach, the father may be regarded either 
as the earner of the gain or the owner of the table up to the time of its 
sale. 

It is noteworthy that this technique for income attribution (hereinafter 
referred to as the gift test) has not been invoked frequently in the intra- 
family pattern. Three reasons may be submitted for the paucity of litiga- 
tion in this area: (a) It is possible that the facts surrounding the sale 
were not readily ascertainable by the Bureau’s field officers; (b) Where 
the facts were uncovered, the status of the property as a capital asset may 
have indicated that no material tax avoidance had been intended or 
accomplished, and the Bureau may have been satisfied to be bound by the 
form of the transaction; (c) Where the facts were ascertained, the status 
of the property as a non-capital asset may have made the tax avoidance 
so flagrant, that the device was struck down in the Bureau’s administrative 
offices. 

Three objections to the practicality of this test come to mind. In the 
first place, the test seems to involve the elusive element of a subjective 
intention. The answer to the objection is that the issue is not whether a 
donative intent existed. That is assumed. The question becomes one of 
determining what was the subject matter of the gift. That issue is re- 
solved by looking to the substance rather than the form of the transaction. 

Secondly, the test may encounter the difficulties of the Court Holding 
doctrine. For instance, a tax-conscious father could assign the property 
to his son and thereafter, acting as the son’s agent, could arrange for the 
sale of the property. If the gain on that sale (using the donor’s basis) 
is taxable to the son, it is arguable that the distinction is tenuous. To those 
who so insist, the answer may be that the premise is wrong. Perhaps, the 
gain should still be taxed to the father, who may be exercising dominion 
over the property after its formal assignment.**° On the other hand, there 
will be those quite ready to tax the gain to the son, since at the time of the 


149 See Mc Inerney v. Comm’r, 82 F.2d 665 (6th Cir. 1936) ; Frank J. Vichek, 7 B.T.A. 
1244 (1927) ; Howard Cook, 5 T.C. 908 (1945). Cf. Theodore D. Stern, 15 T.C. 521 
(1950) ; Isaac S. Peebles, Jr., 5 T.C. 14 (1945). 

150 See note 124 supra. See Hogle v. Comm’r, 132 F.2d 66 (10th Cir. 1942) ; but cf. 
Visintainer v. Comm’r, 1951 P-H 72,303 (10th Cir. 1951), reversing 13 T.C. 805 (1949). 
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gift of the property there was at least a complete transfer of ownership. 
In any event—as is frequently the case in tax law—little is accomplished 
by a discussion in vacuo. The test is useful despite such difficulties. 

The third objection is that the gift test imposes the difficult burden on 
the Bureau of ferreting out the facts surrounding the assignment. This 
burden may be obviated by taxing the father at the time of the gift on the 
difference between his cost and the fair market value at the time of the 
gift. Discussion of this alternative is postponed.*™ 


151 See the SEconp INSTALLMENT of this article where the problem of assignments of 
a non-capital asset and subsequent sale thereof by the assignee is more fully discussed. 























General Principles Of Taxation: 
An Initial Survey 


(Second Installment)* 


C. A. PEAIRS, JR. 


II. PrRincipLes OF EXECUTIVE TAX ADMINISTRATION 


As executive tax policy is reflected to so great an extent in treatment of 
principles of legislative and judicial tax conduct, there are relatively few 
aspects of tax administration which can be treated as affecting exclusively 
the executive branch. 

The discussion here can best be limited to those matters within the 
province of the executive acting alone—the administrative law of taxa- 
tion, substantive and procedural. The two main problems are (a) the 
scope of purely executive powers, and (b) the trends apparent in adminis- 
trative attitudes and practices. The first of these topics will be considered 
functionally, summarizing the principles governing each of the three major 
executive duties in the tax process, while the attitudes and practices will be 
considered through the medium of the regulations, in an attempt to define 
on a vertical scale the upper and lower limits of regulatory significance. 
Finally, consideration will be given to a few of the tactical principles, as 
distinct from legal factors, motivating the administrator in boiling the 
utmost meat off the soupbone, and the taxpayer in resisting as advan- 
tageously as may be the boiling process. 


A. ADMINISTRATIVE POWERS 


The administrative tax functions are characterization, to determine tax- 
ability; valuation, to determine the amount of the tax; and collection. In 
performing these functions the administrator is empowered to lay down 
general rules of conduct having the force of law, and incurs no personal 
liability for bona fide errors in assessment or collection. The assessment 
processes are, however, subject to the basic requirement of procedural 
fairness and prohibition of substantive discrimination. 

In interpreting and applying tax statutes the power to lay down general 
administrative regulations is not disputed, and indeed such regulations 


* [The First Installment of this article appeared in our March, 1951 issue at 6 Tax L. 
Rev. 267 (1951)—Eb.] 
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are often almost a necessity where statutory provisions are vague or where 
possible fact situations are highly variable or complex.**° An evaluation 
of the manner in which this need has been served belongs more to the 
consideration of administrative attitudes and practices than to that of 
powers. The power is subject only to the limitation that regulations must 
be within the scope of the statute. Regulations contravening statute, or 
going clearly beyond the sphere of statutory enactment, have been struck 
down, but the possible usurpation of both legislative and judicial func- 
tions does not seem otherwise to be a fatal defect.*** Courts will generally 
enforce regulatory interpretations with which they disagree. Where a 
court has held a regulation invalid, its determination has usually rested 
on an ad hoc basis *** and only rarely on any concept of functional 
responsibility.*** 

The tax assessor or collector is also accorded the immunity normally 
accompanying performance of official duties, and is not personally account- 
able for damages occasioned by his ministerial errors.*** The taxpayer’s 
protection against overbearing, administrative conduct lies in the general 
requirements of administrative law, of notice and hearing as essentials of 
the administrative process, and of equality of treatment of all taxpayers 
similarly situated. These requirements are reflected. in some detail in the 
following materials relating to the elements of assessment procedure. In 
considering these principles, it should be recalled that they are to a con- 
siderable degree interchangeable, applying as well to valuation as to char- 
acterization and vice versa. 

1. Characterization. 

The assessor's first duty is to designate the particular objects and persons 
falling within the scope of the tax to be enforced. This process involves 
both a task of identification of particular persons, things, or activities as 
within a general legislative definition, and one of finding the things defined 
as within the scope, in space or in time, of the areas covered by the tax and 
its exemptions. 

230 HENDERSON, INTRODUCTION TO INCOME TAXATION, §21 (1943). 

231 [bid. 

232 F.g., Kyle v. Jones, 92 F.Supp. 600 (W.D. Okla. 1950). Cf. I.T. 3642, 1944-1 Cum. 
Butt, 262. 

233 HENDERSON, Op. cit. supra note 230. 

234 Powell v. Rothensies, 183 F.2d 774 (3d Cir. 1950). But cf. Cobb, 10 T.C. 380 
(1948), holding fees incurred in resisting a tax deficiency not deductible. And cf. the 
case of the soldier acting under orders. See Mann, The Tort Liability of a Soldier or 
Subordinate Officer Acting in Obedience to Orders, 20 Inv. L.J. 153 (1945). On tax- 
payer’s good faith as barring penalties under tax laws, see Note, Reliance on Expert 
Opinion as a Bar to Ad Valorem Penalties Under Federal Tax Law, 31 B.U.L. Rev. 87 
(1951) ; and on standards for assessment of such penalties generally, Gordon, Income Tax 


Penalties, 5 Tax L. Rev. 131 (1950). Sce also Paut, Motive and Intent in Federal Tax 
Law in SELECTED StuDIEs IN FEDERAL TAXATION 255 (2d series 1938). 
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The assessor’s first job is to make a list of the persons, property, or 
activities to be taxed. This is a personal, non-delegable duty, and may not 
be exercised by appellate boards or by administrative officials other than 
the assessor.**° The job includes (a) the matter of definition of border- 
line cases which always arise as within or without the statute, ¢.g., deter- 
mining whether property is realty or personal,”** residential or business," 
and by whom it is owned,”** or determining whether a given benefit is 
income,”*? and by whom and when it is realized,**° and (b) the matter of 
fixing the property or event in time and space, where the tax is periodic or 
geographically discriminatory, e.g., determining whether property was 
owned on tax day,** or income earned during the tax year,”*? or deter- 
mining whether property lies in a rural or urban,*** or residential or busi- 
ness,”“* tax district, or whether income is earned,**° or a transportation fee 
paid, within or without the United States.**° The tax day concept involves 
the questions whether the designated date is exclusively and inclusively 
infallible,*** and the tax district concept involves the problem of inequality 


235 Boeckling Co. v. Schwer, 122 Ohio St. 40, 170 N.E. 648 (1930). See N. W. Bell 
Telephone Co. v. Board of Equalization, 119 Neb. 138, 227 N.W. 452 (1929). The re- 
quirement of this rule is based at least partly on procedural staiudards, and it seems that 
review boards may perform assessment functions if the procedure which would have been 
necessary for the original assessor is followed. Watertown v. Dept. of Finance, 59 S.D. 
573, 241 N.W. 731 (1932); Lander v. Mercantile Bank, 186 U.S. 458 (1902). See also 
Blue Diamond Coal Co. v. Cornett, 300 Ky. 647, 189 S.W.2d 963 (1945). 

236 Waggoner Estate v. Wichita County, 273 U.S. 113 (1927) ; Willis’ Ex’r v. Comm., 
97 Va. 667, 34 S.E. 460 (1899). 

237 See Apartment Operators Ass’n v. Minneapolis, 191 Minn. 365, 254 N.W. 443 
(1934), and Note, 18 Minn. L. Rev. 751 (1934). 

238 Portland Terminal Co. v. Hinds, 141 Me. 68, 39 A.2d 5 (1944); Massachusetts 
General Hospital v. Belmont, 238 Mass. 396, 131 N.E. 72 (1921) ; Russell v. New Haven, 
51 Conn. 259 (1883). 

239 See, e.g., Eisner v. Macomber, 252 U.S. 189 (1920); Koshland v. Helvering, 298 
U.S. 441 (1936). 

240 Lucas v. Earl, 281 U.S. 111 (1930); Helvering v. Horst, 311 U.S. 112 (1940) ; 
United States v. Anderson, 269 U.S. 422 (1926); Jackson v. Smietanka, 272 Fed. 970 
(7th Cir. 1921). 

241 Blair Co. v. Jensen, 49 Idaho 118, 286 Pac. 366 (1930); Martin Co. v. Drake, 40 
Minn. 137 (1889). 

242 HENDERSON, Op. cit. supra note 230, §49; see also United States v. Anderson and 
Jackson v. Smietanka, both supra note 240. 

243 See Dallas Co. v. Dallas Nat’l Bank, 142 Tex. 439, 179 S.W.2d 288 (1944) ; Bell’s 
Gap R.R. v. Pennsylvania, 134 U.S. 232 (1890) ; M. & O. R.R. v. State Tax Commission, 
374 Ill. 75, 28 N.E.2d 100 (1940). 

244 Apartment Operators Ass’n v. Minneapolis, supra note 237. See also People v. 
Pickard, 377 Ill. 610, 37 N.E.2d 330 (1941). 

245 See Sack, Taxation of International Business Upon Income and Problems of Inter- 
national Regulation of Such Business, Butt. Nat. Tax Ass’n 66 ff. (1934) and authori- 
ties cited. 

246 See Business WEEK, Ducking the 3%, 74 (June 24, 1950) ; Revenue Act of 1950, 
Sec. 607, amending the transportation tax in I.R.C. §§3469(a), (c), and (d) and 3475(a). 

247 Shotwell v. Moore, 129 U.S. 590 (1889). . 
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of treatment permitted as to those in different districts, and the problem 
of the permissible districting boundaries.** Assessors are permitted the 
use of such arbitrary yardsticks, or are furnished them by statute, to make 
workable tax laws which would otherwise break down at every point under 
charges of inequality of treatment, and the principle of equality is con- 
ditioned by these measuring standards. 

Taxpayers must be treated equally in assessment, but it is sufficient if all 
within the same tax district are treated alike, and if taxable or non-taxable 
status is fixed for all as of a given tax day every year, or tf all are meas- 
ured within arbitrary periodic limits such as the tax year. 

The determination of exemptions is governed by the same requirement 
of uniformity, to avoid the objection of discriminatory or double taxation, 
depending on the circumstances.*** In general, it is sufficient if there is 
similar exemption treatment of those similarly situated according to a 
fair classification and under fair accounting procedures.*° A further 
peculiarity of the law of exemptions is that a tax exemption is a legislative 
gift, generally conditioned by some consideration of domestic public 
policy, so that the requirement of equality is not offended if the exemp- 
tion is limited to things or activities located, or serving a public purpose, 
in the taxing state.” 

Tax exemptions must be equally applied but may, without offending 
this requirement, be denied those not located in the state or serving a public 
purpose there, as a matter of constitutional or statutory policy. 

The last requirement of general application to the assessment process is 
that of procedural fairness, which may be stated as follows: 

Every taxpayer must be given notice of his individual assessment and 
opportunity to be heard in connection therewith, as a condition to its 
validity, but this is not required where the assessment decision involves 
all taxpayers in the tax district who are alike affected by it. 

The assessor may prepare his listings by the use of individual returns, 
and this is frequently done where the information is not readily available 
to the assessor without the cooperation of the taxpayer. Where this is done 
and the taxpayer fails to file a return, the law sometimes provides that 
the assessor may file his own estimate, and such estimate is not thereafter 
subject to correction by the taxpayer. This procedure is called the “doom 
of the assessor’’ but is of doubtful constitutionality unless the taxpayer is 


248M. & O. R.R. v. State Tax Commission, supra note 243; Opinion of the Justices, 
208 Mass. 616, 94 N.E. 1043 (1911) ; People v. Allyn, 393 Ill. 154, 65 N.E.2d 392 (1946). 

249 State v. Board of Comm'rs, 53 S.D. 609, 222 N.W. 583 (1928). 

250 Klein v. Board of Tax Supervisors, 282 U.S. 19 (1930) ; Mehne v. Dillon, 203 Ind. 
346, 165 N.E. 908 (1929). 

251 State v. Holcomb, 85 Kan. 178, 116 Pac. 251 (1911); West Hartford v. Water 
Comm'rs, 44 Conn. 360 (1877) ; Collector y. Boston, 278 Mass. 274, 180 N.E. 116 (1932). 
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afforded a further opportunity to contest the determination, as in cases 
where he contends that there was nothing to be reported on the return 
initially.*** 

The general rule is that the notice required must be direct, and notice by 
publication is insufficient to support an act of such personal significance 
as raising an assessment where there is no special difficulty of personal 
notification to justify substituted notice.** This requirement of notice and 
hearing as essentials of assessment as a judicial process applies also to 
reassessments by appellate boards so far as decisions adverse to the tax- 
payer are concerned.** Where, however, the decision is a general one, 
affecting all taxpayers on the same basis, the obvious impracticality of 
individual notice and hearing has led to the abrogation of the requirement 
in such cases, it being said that the taxpayer has only a political remedy 
against generalized, non-discriminatory oppression.** 

2. Valuation. 

The task of valuation is a personal, non-delegable function of the 
assessor, except that it may be effected by review of the taxpayer’s return 
rather than by direct action. It is subject to the cardinal requirement of 
equality of individual treatment of taxpayers, but there is no mandatory, 
single standard of reference for determining individual values, and any 
of a variety of procedures may be proper if consistently used and if 
roughly plausible in result. 

With remarkable unanimity courts have agreed that valuation is neces- 
sarily an inexact process and that any of a variety of factors may be 
relevant in its determination.*** In the tax field the resultant proposition 
is that no one standard must be applied, nor any single factor or group 
of factors considered. An infinite variety of valuation processes has fol- 
lowed from this judicial reluctance to select where the choice is not eco- 
nomically foolproof, the result being that “value” is a legally indefinable 
term.”*" 


252 Huston v. Curtis Co., 160 Okla. 216, 16 P.2d 874 (1932) ; Central of Georgia R.R. 
v. Wright, 207 U.S. 127 (1907). 

253 CooLEY ON TAXATION §1123 (4th ed. 1924). 

254 Avery v. East Saginaw, 44 Mich. 587, 7 N.W. 177 (1880) ; So. Platte Land Co. v. 
Buffalo Co., 7 Neb. 253 (1878). 

255 Bi-Metallic Investment Co. v. Colorado, 239 U.S. 441 (1915). The suggestion some- 
times made, at least by Holmes, J. and Waite, C. J., that the taxpayers’ remedy in such 
cases as these is at the polls, may be referred to as the principle of long memory. It is 
not advanced here as a major principle of taxation except as to limits on levy. 

256 See Daniel Guggenheim, 39 B.T.A. 251 (1939); Mathilde B. Hooper, 41 B.T.A. 
114 (1940) ; Est. of William Laird, 38 B.T.A. 926 (1938); Meadow Land & Imp. Co. 
v. Comm’r, 124 F.2d 297 (3d Cir. 1941) ; Texas-Empire Pipe Line Co. v. Comm’r, 127 
F.2d 220 (10th Cir. 1942); Reg. 111, Sec. 29.111-1; In re Nathan’s Estate, 166 F.2d 422 
(9th Cir. 1948). 

257 Rice, The Valuation of Closely Held Stocks: A Lottery in. Federal Taxation, 98 
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Of all the value determinants which have been used and approved, the 
following have been most prominent, and have been given weight in 
approximately the order given, though the list is far from complete : 


(a) Market value where available; *°* 
(b), Statistical analyses of sales of similar property ; *°° 
(c) Capitalization of net earnings figures where available, at an 


assumed fair rate of net return; *°° 

(d) Discounted present reproduction cost, on an assumed fair depre- 
ciation scale, where appropriate ; *™ 

(e) Book value of stock ; ** 


(f) Business prediction factors as to credits or securities.°® 


Two additional factors, characteristic of, if not peculiar to, the field of 
tax valuation, warrant special mention, as supplementing, though not 
replacing in any case, those listed. The first is plottage, the special enhance- 
ment of value of large tracts of land in areas where it is difficult to acquire 
contiguous tracts of such size. Two contiguous 10,000-foot lots in a con- 
gested urban area may be worth much more than twice the value of one 
such lot, and this enhancement of value will be even greater if the two 
together form a convenient and regularly shaped lot.*** Plottage, the factor 
which causes this value increment disproportionate to area, is the postage- 
stamp value factor familiar to every philatelist who knows that a block 
of four collector’s stamps may sell for more than four times what the 
individual stamps would bring separately.*® 


U. of Pa. L. Rev. 367 (1950). See also MAGILL AND MaGuirE, CASES ON THE LAW OF 
TAXATION 141 n. 24 (4th ed. 1947) (possibly the best source material for starting case 
search in this field generally) ; and Paut, Realistic Valuation for Federal Tax Purposes 
in SrupiEs IN FeperaL TAXATION 159 (1937). 

258 Reg. 105, Sec. 81.10(a) ; Reg. 111, Sec. 29.111-1; Reg. 108, Sec. 86.19. 

259 Rogers v. Helvering, 107 F.2d 394 (2d Cir. 1939); Mfrs. Paper Co. v. Comm’r, 89 
F.2d 684 (2d Cir. 1937). 

260 Robertson v. Routzahn, 75 F.2d 537 (6th Cir. 1935); Rheinstrom v. Willcutts, 26 
F.Supp. 306 (D. Minn. 1938) ; Rosetta, 12 B.T.A. 755 et seq. (1928), Estate of John F. 
Dodge, 13 B.T.A. 201, 223 (1928). 

261 This factor is historically more important in the field of utility property valuation 
than in taxation, where it appears principally through the medium of expert opinion evi- 
dence. See Dempster Mill Mfg. Co. v. Burnet, 46 F.2d 604 (D.C. Cir. 1931); Gloyd v. 
Comm’r, 63 F.2d 649 (8th Cir. 1933), cert. denied, 290 U.S. 633 (1938) ; Colonial Trust 
Co. v. Kraemer, 63 F.Supp. 866 (D. Conn. 1945). 

262 True v. United States, 51 F.Supp. 720 (D. Wash. 1943); Koch, 28 B.T.A. 363 
(1933). Cf. Rand, 40 B.T.A. 233 (1939), aff'd, 116 F.2d 929 (1st Cir. 1941). See also 
Reg. 105, Sec. 81.10; I.R.C. §113(a) (14). 

263 See Hooper, 41 B.T.A. 114 (1940) ; Hoover, 38 B.T.A. 387 (1938) ; J. B. Stebbins, 
et al., Adm’rs, 1 B.T.A. 1157 (1925); 10A Mertens, THE Law or FEeperAL INCOME 
TAXATION 4 ff. and further cases there cited. 

264 People v. Goldfogle, 249 N.Y. 284, 164 N.E. 100 (1928). 

265 Anyone who doubts that plottage is a real value factor should reflect on the elaborate 














1951] | GENERAL PRINCIPLES OF TAXATION: AN INITIAL SURVEY 477 


The second special factor, blockage, is a reduction factor, almost directly 
opposed to plottage. It results from the application of the law of supply 
and demand, principally in sales of large blocks of securities. If the block 
is more than large enough to absorb the demand at the current market price, 
then some of it must be sold, if at all, at a lower price. The depressant 
factor, called blockage, means that a large block of stock will often be 
valued at less per share than a smaller block.** It has been suggested that 
this factor should be applied only in cases where the stock must be sold 
within a short time.**’ Whether the suggestion is tenable depends partly, 
at least, on whether a time factor may be introduced into the value concept, 
or whether it means necessarily “present value” on tax day or valuation 
day.*** 

As has been said, the category seems not to be closed, however long the 
list. This fact, and the courts’ tolerance of inarticulate valuation findings 
in many cases, have been most disturbing to counsel attempting to advise 
clients or to prepare valuation cases for trial. The concept of “fair cash 
value” resists definition, and remains irreducible to dollars and cents 
figures or specific standards of determination.*” 

No more than a rough consistency in valuation and similar computation 
is required of the tax administrator. This is true not only in basic property 
valuation,””° but also in connection with depreciation ** whiere it is recog- 
nized that any of several accounting systems may produce broadly fair 
results if consistently applied.” Throughout the field of tax valuation and 
accounting a standard of similar treatment of similar problems is recog- 
nized, and it is not considered improper to apply one determinant to resi- 
dential property and another to business property, or one to urban land, 
another to farm land, and still another to timber land or mining property.*” 

Assessed valuations are commonly set far below actual values, the rela- 


secrecy measures which preceded announcement of the transfer of the Lever Bros. high 
commar:d from Boston to New York (Time, Moving Day, 91 (Oct. 17, 1949)). 

266 See Freeman and Vinciguerra, Blockage Valuation in Federal Tax Law, 94 U. oF 
Pa. L. Rev. 365 (1946), and cases cited, especially Groff v. Munford, 150 F.2d 825 (2d 
Cir. 1945) and Helvering v. Maytag, 125 F.2d 55 (8th Cir. 1942). 

267 Groves, An Economist Looks at Taxation, 1 Wis. L. Rev. 57, 60-65 (1950). 

268 Statutes sometimes specify value as of a certain date, as in the case of many prop- 
erty taxes, e.g., Mass. Gen. Laws, c. 59, §11, 38; I.R.C. §1005, fixing the date of gift; 
and I.R.C. §811(j), fixing the date of death or one year later at the executor’s option. 

269 See Rice, supra note 257, on the discouraging task of counsel in tax valuation cases. 

270 See note 273 infra. No more than a rough approximation may be possible in some 
cases. See Hill, 15 T.C. 204 (1950), involving a reversion after a discretionary trust. 

271 HENDERSON, op. cit. supra note 230, §78. 

272 Of course taxpayer action rather than assessor action is involved in selection of a 
depreciation system or a basis for inventory valuation. 

278 People v. Pickard, supra note 244; Charleston Fed. Sav. & Loan Ass’n v. Alderson, 
324 U.S. 182 (1945) ; Baker v. Druesedow, 263 U.S. 137 (1923). 
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tionship between actual and assessed values being entirely in the adminis- 
trative province, even where constitutional or statutory language specifies 
that assessments shall be at “full” or “actual” value; but the requirement 
of equality of individual treatment is enforced at whatever level is fixed 
for general assessment. 

Just as the factor used to determine value or depreciation may be varied 
as a matter of administrative discretion, so also the general valuation level 
may be different for different types of property and may never be set at 
full value. Obviously, much litigation and more argument is avoided by 
not trying to reach precisely one hundred per cent of an admittedly nebu- 
lous figure, and in practice assessment valuations range from thirty to 
sixty per cent rather than from eighty to ninety per cent of full value.*™ 

The requirement of equality here means that if one taxpayer is assessed 
at thirty per cent of full value, another similarly situated taxpayer is 
entitled to the same discount, even in the face of statutory directions of 
full valuation.*” The requirement of equality takes precedence over that 
of full valuation, even supposing the latter to be enforceable at all. As 
full value is so difficult to fix, and as any percentage of full value is as a 
dependent figure just as elusive, it is not always easy or possible to demon- 
strate discrimination in valuation. Procedurally it may be done by com- 
paring the value-assessment ratio on the property in question with the 
average ratio from a selective sampling of similar property in the same 
taxing district,"° and statutes sometimes provide in detail how such 
sampling may fairly be made; *” but in any such case the discrepancy must 
be marked for judicial relief, to be granted in reviewing a decision gov- 
erned by such broad, administrative discretion.” 

3. Collection. 

The tax administrator’s power of collection is through judicial proceed- 
ings adversary in form, but with some special, remedial augmentation 
suggestive of the existence of an eminent tax domain. 

As collection of taxes is effected either through voluntary payment or 
through the judicial process rather than through direct, executive distraint, 
a discussion of its details, beyond a listing of the principal, judicial reme- 


274 Sioux City Bridge Co. v. Dakota County, 260 U.S. 441 (1923) indicates a difficulty 
in proceeding to raise the general level of assessments in the precedence of the constitu- 
tional guarantee of equality over any requirement that assessments be at full value. See 
also United States v. Jimmerson, 222 Fed. 489 (8th Cir. 1915); Rollins v. Dover, 93 
N.H. 448, 44 A.2d 113 (1945). 

275 Sioux City Bridge Co. v. Dakota County, supra note 274. 

276 Full advantage is perhaps not taken of this possibility of review in federal tax cases. 

277 F.g., NEw York Tax Law, Art. 13. 

278 See People ex rel. Hagy v. Lewis, 280 N.Y. 184, 20 N.E.2d 386 (1939) on the 
statute referred to in note 277 supra. 
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dies available, belongs in a treatment of adjective law rather than in a 
superficial survey of taxation principles. 

The basic remedy is an action to reduce the tax claim to judgment ; such 
an action resembles the common law action for debt.?”° It is supplemented 
by liens on property subjected to direct taxation, or on property in respect 
of which an indirect tax is levied.”®° 

Injunctive relief may aiso be granted in equity to prevent destruction, 
removal, or other disposition of property likely to jeopardize the security 
interest reinforcing the tax claim.*** Statutes may make the tax a personal 
obligation of the property owner, but only if he is personally subject to 
the jurisdiction of the taxing state through domicile or some such justify- 
ing fact, or if he is pursuant to statutory provision personally served with 
process within the state in a proceeding to reduce the claim to an in per- 
sonam judgment.**? If the tax obligation is or becomes a personal obliga- 
tion, statutes may properly provide further for the existence or imposition 
of a lien on other property owned by the taxpayer and within the taxing 
jurisdiction of the taxing state; but it seems that the state cannot, in pro- 
viding these supplementary remedies, exceed the in personam or in rem 
jurisdiction it enjoys under the ordinary rules of conflict of laws.”** 

The taxpayer’s remedies against collection of excessive or illegal levies 
are first channeled through the administrative process as a preliminary 
condition to judicial relief. Direct relief against an entirely improper tax 
law, by injunction against its enforcement or by declaratory judgment, 


279 As on a record, so that the general issue plea would be mul tiel record rather than 
nil debet. 

280 Jn rem enforcement against such property may take the form of distraint, and the 
similarity between this and the enforcement of a tax lien under some statutory procedures 
has led to some confusion in terminology. See generally, Herzog, Methods of Collection 
of Delinquent Real Estate Taxes, 18 Taxes 558 (1940); Peppin, Priority of Tax and 
Special Assessment Liens, 23 Cattr. L. Rev. 264 (1935). On the priority problem as 
between state and federal liens, see United States v. Texas, 314 U.S. 480 (1941) ; United 
States v. Alabama, 313 U.S. 274 (1941); Glass City Bank v. United States, 326 U.S. 
265 (1945); Note, 53 Harv. L. Rev. 889 (1940); Note, 30 B.U.L. Rev. 396 (1950) ; 
Note, 31 B.U.L. Rev. 128 (1951), commenting on State v. Woodroof, 253 Ala. 620, 46 
So.2d 553 (1950). 

281 Boston v. Turner, 201 Mass. 190, 87 N.E. 634 (1909); State v. District Court, 101 
Mont. 176, 53 P.2d 107 (1936). For a further remedy of the jeopardy type, see annota- 
tion, Liability of life insurer which pays proceeds of policy direct to beneficiary, for the 
portion of estate or succession tax attributable to such proceeds, 10 A.L.R.2d 657. 

282 Tobey v. Kip, 214 Mass. 477, 101 N.E. 998 (1913) ; Greenbaum v. Comm., 147 Ky. 
450, 144 S.W. 45 (1912) ; Stone v. Tilley, 100 Tex. 487, 101 S.W. 201 (1907) ; Collector 
v. Revere Bldg., 276 Mass. 576, 177 N.E. 577 (1931). 

288 Pennoyer v. Neff, 95 U.S. 714 (1877) ; Dewey v. Des Moines, 173 U.S. 193 (1899) ; 
Greenbaum v. Comm., supra note 282. For a startling example of violation of these 
canons, see Nickey v. Mississippi, 292 U.S. 393 (1934) and cf. Tobey v. Kip, supra 
note 282. 














480 TAX LAW REVIEW [Vol. 6: 


is possible only where an avenue for taxpayer attack has been provided 
by earmarking the tax for improper expenditures or otherwise.*** Declara- 
tory relief or interpleader may also be possible to obviate multiplicity of 
tax burdens in cases where only one state can have jurisdiction.” In 
other cases the available administrative remedies must be exhausted as a 
prerequisite to court action,*** and the administrative remedy of abatement 
is said to be exclusive where it is available and adequate.*** It is also a 
frequently stated requirement that for taxes to be recovered after pay- 
ment, they must have been paid under duress,*** but this rule has been 
greatly liberalized in modern times, and the economic duress involved in 
the existence of the collector’s remedies described above has been largely 
recognized.**° The taxpayer’s claim is still sharply circumscribed, how- 
ever, and he is not permitted to set off collateral claims against tax obliga- 
tions,’ nor to prevail on any except the most specifically urged defect 
in the taxing process, timely and equitably pleaded.** There is no equity 
of redemption of tax money nor locus poenitentiae to correct inept protest 
procedure. 


284 United States v. Butler, 297 U.S. 1 (1936). See also Bailey v. Drexel Furniture 
Co., 259 U.S. 20 (1922). 

285 Texas v. Florida, 306 U.S. 398 (1939) is the classic casé but its scope is limited. 
See Note, Interstate Arbitration of Death Taxes, 30 B.U.L. Rev. 396 (1950), supra 
note 280, and cases there cited. Interpleader-type relief should be available in such cases, 
but apparently is not. See Worcester County Trust Co. v. Riley, 302 U.S. 292 (1937). 
See on the possibility of declaratory relief in doub’ ‘ul tax cases, the suggestion of Jus- 
tice Frankfurter in Comm’r v. Estate of Church, 335 U.S. 632, 674 (1949). Such 
relief is specifically excluded by the statute in cases involving federal ‘taxes. See 28 
U.S.C.A. §400. Its use in state tax cases would seem to be very doubtful, though it 
would obviously be useful in cases like that of Fred Allen, who claims New York citizen- 
ship but who is claimed as a Massachusetts citizen by the Massachusetts Commissioner 
of Taxation—an obviously justiciable controversy which can be better litigated now than 
after Mr. Allen’s death. (See a report of the controversy in the Boston Post, Dec. 16, 
1948, p. 1.) But see Schuyler, Escape from Spiegel, 44 Int. L. Rev. 131, 147 (1949). 

286 First Nat'l Bank of Greeley v. Weld Co., 264 U.S. 450 (1924). See also Stason, 
Judicial Review of Tax Errors, 28 Micu. L. Rev. 637 (1930). 

287 Harrington v. Glidden, 179 Mass. 486, 61 N.E. 54 (1901); Edes v. Boardman, 58 
N.H. 580 (1879). 

288 School of Domestic Arts v. Harding, 331 Ill. 330, 163 N.E. 15 (1928); Carton v. 
Board of Comm’rs, 10 Wyo. 416, 69 Pac. 1013 (1902); Lincoln Hotel Co. v. Assessors 
of Boston, 317 Mass. 505, 59 N.E.2d 1 (1945). 

289 Tllinois Merchants Tr. Co. v. Harvey, 335 Ill. 284, 167 N.E. 69 (1929) ; Benzoline 
Motor Fuel Co. v. Bollinger, 353 Ill. 600, 187 N.E. 657 (1933) ; Underwood Typewriter 
Co. v. Chamberlain, 92 Conn. 199, 102 Atl. 600 (1917) ; Aetna Ins. Co. v. New York, 150 
N.Y. 331, 47 N.E. 593 (1897). 

290 City of Enterprise v. Rawls, 204 Ala. 528, 86 So. 374 (1920). 

291 Albro v. Kettelle, 42 R.I. 270, 107 Atl. 198 (1919); Miner v. Clifton Township, 
30 S.D. 127, 137 N.W. 585 (1912). 
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B. ADMINISTRATIVE ATTITUDES 


1. Regulatory Law. 

There is a strong tendency for tax administrators to mold the tax laws 
to the shape they desire, usually through the medium of formal or informal 
regulation, under authority expressly granted or assumed, or even in 
the face of inconsistent, statutory expressions. Regulations are meant 
to have the binding weight of statute on taxpayers, but administrators 
resist being bound similarly by their own regulations. 

In studying the practices, as distinct from the powers, of tax adminis- 
trators, the first phenomenon to be examined is the tax regulation. The 
regulation plays a very large part in shaping the law because it is less 
concerned with balancing the pressures of different interest groups each 
of which seeks to minimize its share of the tax burden.” 

Many regulations stem from express delegation of authority, under 
such phrases as “as the Bureau of Internal Revenue may prescribe,” or 
“subject to requirements to be prescribed by the Commissioner,” or “with 
the consent and approval of the Commissioner.” *** Others arise from the 
necessities of interpretation where the law is vague or phrased in broad 
terms, or where the fact situation involved is very complex.** Many of 
these involve matters of trivial detail not appropriate to statute; hence 
even in those states where the administrator is not considered as having 
rule-making powers, such matters as the form for tax returns and the 
instructions printed on the back are almost necessarily administratively 
determined. Still other regulations (these are the least justifiable) arise 
from cases where the administrator is dissatisfied with the provisions of 
the statute or with the results derived from it, and is impatient of delay 
in passage of desired amendments.” 

The tendency to volunteer interpretive regulations has been termed 


292 This is not to say that such pressures play no part in administrative law-making, 
but rather that in a party system of government the administrator tends to give ear 
preferentially to the interest groups who put him in office. 

293 F'.g., covering cases of change of tax year or accounting methods, I.R.C. §41. The 
1950 Social Security bill contained a provision authorizing the Bureau to draw up en- 
abling rules for a consolidated withholding for income and social security taxes, although 
this provision did not remain in the final Act as first suggested. See Business WEEK, 
Withholding Made Easy, 94 (June 17, 1950) and Social Security: The Changes st 
Makes, 92 (July 15, 1950). The Bureau was reported to be working on a similar plan 
to consolidate and simplify rules governing deductions. See Bustness WEEK, Easier 
Deductions, 40 (Apr. 8, 1950). 

294 F.g., among recent rulings, Mim. 6477, 1950-1 Cum. Butt. 16, relating to business 
group insurance policies, and G.C.M. 26290, 1950-1 Cum. Butt. 42, relating to depletion 
accounting rules for strip-mining operations. 

295 F.g., Mim. 6472, 1950-1 Cum. Butt. 15, relating to employees’ living facilities as 
income. 
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unfortunate, because the administrator thus diverts attention from the 
real (legislative) law, and because this practice contravenes the common 
law philosophy that such statutory gaps are to be judicially filled, each one 
in the light of an actual, bilaterally contested case in point.*”° The admin- 
istrative pressure involved in these regulations goes beyond a desire for a 
detailed code of the civil law type, covering every point. It stems at least 
partly from a philosophy of tax laws for the sake of taxation, as is seen 
when tax officials exert themselves by lobbying, public campaigning and 
extra-legal pressure on assessors and taxpayers to increase the total 
revenue of the state beyond what the existing law calls for.” This is 
manifestly a legislative rather than an administrative problem. 

Another indication that administrative attitudes are not entirely the 
result of a mere desire to have all questions covered by some regulation is 
seen in the reluctance of the Commissioner of Internal Revenue to be 
bound by rulings issued from the Bureau except after the most careful 
scrutiny, so that most of the numerous types of rulings issued are con- 
sidered only advisory so far as the Commissioner is concerned, however 
rigorously they may be enforced against the taxpayer.””* 

Numerous concrete criticisms have been directed at tax administration 
in addition to these theoretical objections to regulatory law. Discounting 
these for bias and the probable disgruntled-taxpayer origin of many of 
them, the three most general, practical comments are that tax administra- 
tion is unnecessarily slow,” and that the regulations purporting to be for 
taxpayers’ guidance are unduly vague in many respects,*” while in others 
they are so detailed and picayune as to suggest an origin in ingrown bu- 
reaucracy.*" The fact that it is more convenient to specify the criticisms 


296 See MaGcitt, THe ImMpacr oF FEDERAL TAXATION 201 (1943). One may question 
whether from the point of view of efficiency such a case as Comm’r v. Motch, 180 F.2d 
859 (6th Cir. 1950), reversing 11 T.C. 777 (1948), really required the attention of two 
federal courts, and yet, especially as the courts were in disagreement, the taxpayer might 
have felt properly aggrieved without this care in handling his case. (See BusINEsS 
WEEK, Gracious Living, 102 (May 20, 1950) ). 

297 Tax administration in Massachusetts has recently furnished a good case example 
of this tendency. Of course the executive branch has a proper part even in the legislative 
decision which is here suggested as the way to decide these problems. Such action was 
taken in Massachusetts in 1950 when a bill (House No. 281, 1950), to extend exemptions to 
investment income (amending Gen. Laws, c. 62, §5(b), was passed by the Legislature 
(see Committee Reports, House No. 2280 (1949) and House No. 2750 (1950)) to have 
the enacting clause stricken out by the Governor. The veto power cannot be exercised so 
effectively against an omnibus bill, but it is always a potent, legislative consideration. 

298 HENDERSON, Op. cit. supra note 230, §28. See for a general discussion of these rul- 
ings and their value, Wenchel, Taxyayers’ Rulings, 5 Tax L. Rev. 105 (1950). 

299 Tbid, §125. 

800 [bid. §22, 51 ff. and §23. 

801 bid, §23, 52. See also a good general discussion in Eisenstein, Some Iconoclastic 
Reflections on Tax Administration, 58 Harv. L. Rev. 477 (1945). Cf. Fillman and 
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than to list the advantages of regulations, is indicative of their many good 
features. They provide many a point of clarity and convenience not to 
be found in the statute.° 

2. Regulations as Creatures of Policy. 

Administrative tax regulations are the instrument used to reflect and 
give effect to executive tax policy. They indicate that executive tax policy 
is primarily concerned with full and uncompromising collection of all 
taxes due under the law, and with plugging loopholes left in the law by the 
legislature. They also show how certain non-tax attitudes of the executive 
tend to intrude into tax administration. 

A major manifestation of administrative attitudes in tax regulations 
is seen in their reflection of executive policy. Examples follow: 

(A) Loophole-plugging. This is a perpetual policy concern of tax ad- 
ministration and lies behind many of the more flagrant instances of extra- 
statutory administrative regulation, such as the Clifford Regulations.** 
Loophole-plugging also influences the quiet, everyday conduct of adminis- 
tration. Only occasionally does the mole’s trail come to public view, as 
when state and federal administrators agreed recently to facilitate their 
work by exchanging information on tax offenders.** 

(B) The Pound of Flesh. Ungenerosity goes traditionally with being 
a tax collector, and no personal criticism is due those who fall under the 
spell of the mantle on taking office. The federal tax regulations are 
liberally scattered with such examples as the insistence that deductions be 
taken in the proper year or never, even though it may be difficult in a 
given case to guess what year the Commissioner will deem the proper 
one.*’*> The Commissioner has not been accused of squandering the public 
substance by undue leniency in applying the statute.*°° This is not in 
itself a bad thing, though it leads sometimes to unfairness, as when similar 
attitudes in two states may lead to dual taxation.**’ Public preaching, 
urging similar, over-zealous practices by other states, may also be char- 
acterized as somewhat unseemly.*” 


Sellin, Tax Law Review Round Table on Procedures for Assessment and Collection of 
Federal Income Taxes, 5 Tax L. Rev. 481 (1950). 

802 Where inajor adjustments in convenience have been made, they have usually ap- 
peared in statutes, as in the provisions of the Revenue Act of 1948 and the Social Security 
Act of 1950 (see note 293 supra as to the adjustment originally contemplated in this Act) 
concerning withholding, but even these statutory changes sometimes originate in the 
administrator’s office. 

808 Reg. 111, Sec. 29.22 a-21(e). Cf. for the earlier rule Preston, 14 T.C. 1391 (1950), 

804 See Business WEEK, Treasury to Give States Lists of Tax Evaders, 71 (Oct. 14, 
1950). 

805 HENDERSON, Op. cit. supra note 230, §60. 

806 Jbid. §30, 53. 

807 See note 285 supra on this problem. : 

808 See, e.g., Boston Herald, Urges Stricter Personal Assessment, Oct. 27, 1950. 
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In welcome contrast to the most objectionable instances just cited are 
regulations, occasionally encountered, designed particularly for the elimi- 
nation of taxpayer inconvenience or disadvantage. Rulings of the Bureau 
of Internal Revenue are the easiest examples to find—perhaps because the 
Federal Government can better afford than the states to be generous. 
Recent instances have been the ruling on income from business conducted 
in areas abroad where the conversion to dollars is restricted,*” the ruling 
on fiduciary deductions for distributions to beneficiaries themselves tax- 
immune by treaty,**° and the proposal for a small claims branch of the 
Tax Court for taxpayers whose claims are too small to justify the expense 
of litigation in the usual channels.*** 

(C) Executive Non-tax Policies. It is not a matter of surprise that 
executive tax regulations should reflect executive policy on public issues ; 
indeed, where power to issue regulations is expressly conferred, it may be 
contemplated that they will do so. It would be expecting extraordinary 
objectivity to suppose that the executive would slant regulations toward 
legislative policy where the legislative and the executive are in conflict.*” 

Policy reflections may be inadvertent; *** for instance, the Treasury’s 
treatment of illegal income *** is probably incidental to the revenue con- 


309 Business WEEK, It’s Taxable When You Get It, 38 (Mar. 18, 1950). Cf. Eder v. 
Comm’r, 138 F.2d 27 (2d Cir. 1943). 

310 J.T, 4019, 1950 Int. Rev. Buty. No. 16 at 7 (1950). Cf. Tait, 11 T.C. 731 (1948). 
Both this and the previous example, of course, may be specially accounted for as mani- 
festations of foreign policy of the Executive rather than of purely tax policy. 

311 H. R. 7738, H. R. 7825, §402, 81st Cong., 2d Sess. (1950). See Platt, The American 
Bar Association’s Tax Revision Bill, 36 A.B.A.J. 581 (1950). This proposal, of course, 
did not stem from the Bureau but from the American Bar Association Section on Taxa- 
tion. This, and the instances cited above, may be taken as representing no break in the 
trends of Bureau policy as noted herein because of the special explanations available; but 
it seems fair to say that Bureau policy is directed toward taxpayer convenience as at 
least a secondary objective. 

312 HENDERSON, Op. cit. supra note 230, §80. The Tax Court supported one such use 
of tax rules to enforce executive policy notions in Thomas B. Lilly, 14 T.C. 1066 (1950), 
where “kickbacks” to doctors were held not deductible by an optician. Policies are not 
always, of course, in conflict; see I.T. 4020, 1950 Int. Rev. Buty. No. 16 at 9 (1950), 
revoking 1.T. 3674, 1944 Cum. Butt. 315, and thus ending a probably inadvertent (sce note 
315 infra) discrimination against small business, which was involved in the “30 per cent 
rule” on employee pension plans as qualifying for deductions. See Bustness WEEK, 
Aid on Pensions, 105 (May 20, 1950), and Business WEEK, Pension Squeese May Ease, 
70 (May 6, 1950). 

813 Such decisions as the Eder case, supra note 309, for instance, and administrative 
rulings affecting international finance, cannot avoid the hazard of policy corflicts be- 
tween different branches of Government, which are certainly not calculated. The tempta- 
tion for individual agencies to try to manipulate social and economic forces, where the 
Government as a whole is committed to such a policy, is great. See note 156 supra, and 
an editorial in the Boston Herald, Jan. 29, 1951, on regulatory implications of RFC 
decisions. 

314 HENDERSON, op. cit. supra note 230, §37. 
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siderations involved, and the police-power connotations of the ruling per- 
mitting deduction of fines paid by truckers for illegal-size trucks as busi- 
ness expenses are possibly as unintentional as they are arresting.*”° 

3. Policy as a Creature of Regulations. 

Administrative regulations may be overturned judicially. They are 
fundamentally intended only as guides to enforcement of the statute. Be- 
cause, however, of administrative enthusiasm for them, executive policy 
is to a degree concerned with defending and furthering the regulations 
instead of the statute. 

This curious inversion is a manifestation of the characteristic “taxation 
for the sake of taxation” attitude of tax administrators. The two aspects 
in which it is commonly met are a rigid stubbornness in adhering to the 
administrative as against the judicial interpretation of the law, and a zeal, 
bordering on fanaticism, in prosecution of special investigations or cases 
of suspected avoidance. These two, as the most important phases of the 
general attitude, will be individually described and briefly discussed. 

(A) Administrative Stubbornness. Final authority on interpretation 
and application of federal tax statutes is the Supreme Court, and any 
judicial determination is supposed in theory to prevail over administrative 
opinions; but in practice the Commissioner often refuses to “acquiesce”’ 
in decisions short of the Supreme Court level, even though the particular 
decision may be unappealed and thus res judicata. While the Commis- 
sioner cannot successfully disregard Supreme Court decisions, he can 
expand or limit them in expository regulations.**® 

While state tax interpretation is not the subject of equally detailed or 
formal regulations, or of litigation in so complex a hierarchy of courts, 
the same reluctance of administrative officials to accept revisions of their 
interpretations may be seen on a smaller scale, sometimes taking the form 
of indirect, personal leverage on the taxpayer to collect taxes contrary to 
the rule of previous court decisions.*** 


815 Letter ruling, Sept. 10, 1942, P-H {11,237 (1951), revoking I.T. 4042, Jan. 1951. The 
old distinction between penalties and liquidated damages and between penalties or license 
fees on the one hand, and license fees and taxes on the other, indicate that nomenclature is 
not an infallible criterion; but if a fine, so labeled, is not to be attended by consistent con- 
sequences, the problem of legislative drafting to make a policy label stick becomes even 
more baffling than before. On “public policy” considerations, see Farmers Creamery Co., 
14 T.C. 879 (1950) ; Jerry Rossman Co. v. Comm’r, 175 F.2d 711 (2d Cir. 1949); Nat'l 
Brass Works v. Comm’r, 182 F.2d 526 (9th Cir. 1950), treating OPA penalties as deduc- 
tible business expenses. For a different reflection of a similar policy in relabeling a tax- 
payer’s balance sheet entries for tax purposes, see Seven Up Bottling Co., 14 T.C. 965 
(1950). 

316 MAGILL, op. cit. supra note 296, at 202; HENDERSON, op. cit. supra note 230, §21, 48, 
and §26, 69. 

817 The use of commonly unenforced taxes for this purpose, in a manner which would 
be called blackmail if used to extort money for private purposes, and the threat of litiga- 











486 TAX LAW REVIEW [Vol. 6: 


(B) Zeal in Prosecution. Administrative officials are particularly 
aggressive in pressing investigations and prosecution of cases where a 
point of principle is involved or where partial success has been met by 
the taxpayer in a court contest.** A prime example of this unremitting 
and unforgiving attitude is in the field of tax fraud,*® although some 
moderation may be compelled by the legislature where the administrative 
tendency has been carried to an extreme point.*” 


C. Tax Tactics 


In spite of all refinements of tax rules, tactical variations of approach 
by either the administrator or the taxpayer may significantly vary the result 
otherwise obtainable. Tactical advantages of the administrator character- 
istically result from increase in internal efficiency, while those of the tax- 
payer result more frequently trom choice of forum. 

This section is the appropriate point to mention the multitude of minor 
points of usage and language ** and of indirect utilization of tax laws to 
achieve non-tax objectives.**? So far as the substance of tax law is con- 
cerned, however, the principle stated relates only to measures taken by 
tax administrators to make their collection processes more completely 
effective, and those designed by taxpayers to make their defenses more 
successful. These two will be separately described. The principles of tax 
avoidance are so largely a factor of judicial tax administration that dis- 
cussion thereof will be postponed to the section dealing with that topic. 

1. Tax Administration Tactics. The first principle of efficient manage- 
ment in tax administration as elsewhere is that of centralized authority.*”* 
Although the principle is not always fully observed, and in some state tax 


tion balanced with an offer to settle a tax claim not sustainable in court for a bit less 
than the probable costs of litigation, are two of the less justifiable and more extreme 
forms which this leverage takes. 

818 Pelham G. Wodehouse, P-H T.C. Mem. Dec. $50,161. See P-—H Lawyer’s WEEKLY 
Service (July 24, 1950) indicating the desirability of keeping precise records for an 
indefinite time for tax purposes. 

319 BusINEsS WEEK, Tax Frauds Don’t Die Easily, 42 (April 8, 1950). 

320 Bustness WEEK, Tax Fraud Confessors May Go Free, 56 (June 3, 1950). The 
provision described does not appear in the Revenue Act of 1950 as finally passed though 
it was in the original version of H. R. 8920, 81st Cong., 2d Sess. (1950). 

321 For instance, although such names as Reinecke, Lucas, Burnet, and Helvering have 
become part of the household jargon of taxation, one still occasionally encounters the 
unfortunate practice of reference to “The Helvering case.” Less difficulty is occasioned 
by “The Rothensies case,” but most lawyers do or should know better. 

822 F.g., excise tax rebate advertising. See BustnEss WEEK 107 (Mar. 18, 1950). 

323 SHULTz, AMERICAN Pustic FINANCE 321-3 ff. (3d ed. 1938) ; Heer, Co-ordination 
of American Federal, State, and Local Finance in StuDENSKI, TAXATION AND PUBLIC 
Poricy 133 (1936). See also MAGILL, op. cit. supra note 296, c. 1 and especially c. 7, on 
problems and efficiency canons in tax administration. 
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systems is conspicuous more in its violation than in its observance,** 
nevertheless consistency, economy, and full use of information can best 
be obtained in a centralized organization. The contrary tendency, resulting 
from what has been called a “peculiar American sentiment for fiscal 
localism,” **° may well be justified by non-revenue considerations, and 
the fact that there are such considerations should not be forgotten in 
appraising what is essentially a revenue principle. 

The same conflict of revenue and collateral considerations conditions 
the tactical decision whether to use an elective or an appointive system of 
selecting tax officials, the desire for a popular check on overbearing bu- 
reaucracy sometimes outweighing the increased efficiency to be obtained 
from an appointive official.°* Those favoring appointment urge in its 
favor that the duties of the tax official are purely ministerial,*” and if this 
were so their arguments should prevail. 

Next in tactical importance to unity of command and ability of staff 
personnel are the supply and utility of the information on which the 
assessment and collection processes are based. In making the best use of 
information available an up-to-date system of tax records is of paramount 
importance, but accuracy of records must be stated as a tactical principle 
rather than an axiom of internal management, because tax records deal 
with a subject affected by a great deal of personal reticence. The diffi- 
culties arising from the public sensitivity on the subject, and the conse- 
quential, confidential nature even of public records dealing with peculiarly 
private matters, have of course greatly limited the utility of available 
records.*** Interchange of information between different tax agencies tends 
to some degree to overcome this difficulty,**® but the public is quick to 
resent any method that resembles those used by the undeniably efficient 
European secret police. 

In the absence of records of the type which might be desired, a secondary 
tactical principle comes into play, demanding closer and more exhaustive 
scrutiny of available assessment returns, to screen out errors and viola- 
tions of taxpayers not known to have been previously guilty. This ap- 
proach, shifting attention from one to another group from year to year, 
has been practiced in recent years to some advantage.**° 

The other phase of the task consists in obtaining information originally 
from sources outside the records of the tax bureat. It is beset by the same 


824 SHULTZ, op. cit. supra note 323, describing Illinois as a horrible example of disper- 
sion of tax administration. 

825 SHULTZ, op. cit. supra note 323. 

826 SHULTZ, op. cit. supra note 323, at 325. 

327 [bid. 

828 SHULTZ, op. cit. supra note 323, at 326 ff. 

829 Supra note 304. 

830 Business WEEK, Tax Check, 58 (June 3, 1950). 
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difficulties, and the same public resentment of, and judicial reluctance to 
condone,*** secret-police practices. A most useful device, for instance, the 
so-called “tax ferret,’ is for political reasons impracticable.**’ The 
systematic use of informers is officially confined to the customs service 
and is not admitted to exist in the internal revenue system.*** 

A major problem in the information-gathering process is that many 
of the most important taxes are self-assessed through taxpayer returns, 
with obvious opportunity for suppression or misrepresentation of pertinent 
information.*** Against this tendency the assessor has several counter- 
measures, of which perhaps the most effective are the sample check of 
returns and outside information which is of limited usefulness in the 
absence of systematic encouragement and compensation.**® Other tactical 
defenses against misinformation are the requirement of taxpayer oaths 
to returns (sworn returns being apparently much more accurate than those 
in which misstatements do not constitute perjury) *°° and the imposition 
of special penalties for concealment and inaccuracy. The problem here is 
to gauge the penalty so as to induce frankness by its severity, without at 
the same time rendering it practically unenforceable due to jury reluctance 
to convict where the punishment is disproportionate to the moral censure 
popularly attached to the offense.** 

2. Taxpayer Tactics. The taxpayer’s efforts to minimize the taxes col- 
lected from him include his manipulations of his factual situation to 
prevent the incidence of the tax statute, and his procedural measures to 
obtain favorable decision in actual litigation. The first group, of course, 
are properly called tax avoidance, while the second, except for the ordinary 
rules of pleading and practice which must be given minimum observance 
in any litigation, are those subject to variation according to tactical 
principles. 

Aside from obvious minutiae of administrative negotiation, including 
refusal to make possibly prejudicial commitments (such as waivers) with- 
out proper inducement,*** the central principle of taxpayer tactics is con- 

831 With some occasional lapses, as in United States v. First Nat’l Bk. of Mobile, 67 
F.Supp. 616 (S.D. Ala. 1946), where it was held that the Collector might by subpoena 
compel a bank to permit a general search of its records to be made in the hope of finding 
tax violators. 

332 SHULTZ, op. cit. supra note 323, at 326 ff. 

333 Accurate information as to the use of tax ferrets in state tax administration is 
generally hard to gather. It would appear to be more likely in a state like Massachusetts 
or New York than in one like Kansas or Minnesota. 

334 SHULTZ, op. cit. supra note 323, at 326 ff. 

335 [bid. 

336 SHULTZ, op. cit. supra note 323, at 329-30. 

337 [bid. See also HENDERSON, op. cit. supra note 230, §30, 84-5. 

338 Tt is difficult to understand why any taxpayer signs Form 870, for instance, or why 
the use of a device with often essentially fraudulent effects has not led, through taxpayer 
protests, to a legislative ban on the practice. 
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cerned with selection of the forum in which success is most likely to be 
met. This is true not only at the judicial level but also in the administra- 
tive process, where a decision must frequently be made as to whether a 
conference with the agent in charge is likely to justify the trouble and 
expense, or whether a conference with the technical staff is worthwhile. 
So far as court choice is concerned, the possibility of choice results from 
the complexity of tax litigation jurisdiction and the concomitant con- 
fusion of case authority.**® The advantage is obvious, for if a favorable 
decision is obtained in the first forum, it may not only serve to determine 
the matter finally, but it may also place some burden on the losing party 
in making out a case for reversal on appeal, where full, de novo considera- 
tion is not granted or where the appellate court is divided in its views.**° 
Among the applications of this principle, are the selection of a friendly 
circuit court of appeals where more than one is possible,*** and the selec- 
tion of a district court rather than the Tax Court, either because the latter 
is less friendly to the taxpayer or because a jury trial is available in the 
district court.** 

Other principles of tax tactics, more indirect and less obvious than the 
choice of forum, relate to the statute of limitations (which varies as to 
different taxes, as against different parties, and as to different types of 
claim) ,*** and to such matters as waiver. and estoppel (where victories 
have sometimes been gained, though they may be shown in other applica- 
tions to have been Pyrrhic).** 


III. JuptctaL TAX ADMINISTRATION 


Every tax case judicially handled has its background of legislative and 
administrative treatment, from which the judicial disposition of the case 
can be separated with difficulty even for purposes of study of taxation as 


889 See MAGILL, op. cit. supra note 296, at 209-10. 

340 The Government has greater opportunity to do this in fixing precedents, as the 
taxpayer’s chance is limited to one case, with all its venue limitations, while the Govern- 
ment can prosecute the case it chooses out of many. Note the special advantage in carry- 
ing a case as appellee to an evenly divided appellate court in the affirmance per necessitate 
of cases where there is no majority of the court for reversal. 

341 As at one time it was considered advantageous for a taxpayer to carry his case 
through the Third Federal Circuit, while the Government tended to prefer the Second 
or the Seventh. 

342 See the comment in P-—H Lawyer’s WEEKLY Report (Aug. 14, 1950), concerning 
the taxpayer’s tactics in Stanback v. Robertson, 183 F.2d 889 (4th Cir. 1950). 

343 See the comment in P—H Lawyer’s WEEKLY Report (Aug. 21, 1950), concerning 
the tactical problem in Schmitt v. Kavanagh, 91 F.Supp. 659 (S.D. Mich. 1950). 

344 See the comment in P-—H Lawyer’s WEEKLy Report (Aug. 28, 1950), on the 
problem of Guggenheim v. United States, 77 F.Supp. 186 (Ct. Cl. 1948), cert. denied, 
335 U.S. 908 (1948), and Joyce v. Gentsch, 141 F.2d 891 (6th Cir. 1944). 
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a pure science rather than as an applied science. Bearing in mind the over- 
lap rendered inevitable by this imperfect compartmentalization, judicial 
tax administration can be approached as a task of statutory interpretation 
with its own peculiar, surrounding techniques. An examination of those 
techniques is the purpose of this topic, and an inquiry into judicial attitudes 
toward this task in general underlies the several, particular facets selected 
for specific discussion. 


A. THE Common Law or TAXATION 


The process of judicial interpretation and application of tax statutes ts 
in theory governed by principles of self-restraint as to matters not settled 
by definitive, legislative pronouncement, but in practice a process of judicial 
legislation has built up a common law of taxation which does not rest 
alone or even primarily on canons of statutory interpretation but has an 
independent force governing future tax laws as well as those previously 
passed. It cuts across the field and applies to a variety of problems, the 
only common characteristic of which is that they are “tax matters.” 

Typical of the classical court approach to tax law is the maxim that a 
taxing act is to be construed most strictly against the sovereign.*** This 
maxim is now an echo from a dead language, and an interpretive rule 
more nearly representative of the modern common law of taxation, is the 
one that when Congress reenacts a revenue law provision without sub- 
stantial change it in effect stamps the existing Treasury regulations in- 
terpreting and applying the provision with the seal of Congressional 
approval.**® The contrast of these two principles is marked; the latter is 
obviously more than friendly to the sovereign. It puts the burden of 
Congressional action in effect on the opponent of Treasury regulations 
and thus gives them prima facie statutory weight. The reader can without 
difficulty think of statutes which cannot be pushed through Congress by 
the Executive but which would be next to impossible of repeal once passed. 

A second, primary tendency in this field is particularly marked as to 
the federal courts, and cannot be confidently ascribed to the state courts. 
It is best expressed by the Supreme Court remark that the “Court is not 
easily cabined, cribbed, or confined” in tax cases.*** This attitude of ex- 


845 Old Colony R.R. v. Comm’r, 284 U.S. 552 (1932); McFeely v. Comm’r, 296 U.S. 
102 (1935) ; Rand v. Helvering, 296 U.S. 102 (1935); Hassett v. Welch, 303 U.S. 303 
(1938), and many other cases. See 10A MERTENS, THE LAw or FEDERAL INCOME TAXA- 
TION §3.31. 

846 HENDERSON, Op. cit. supra note 230, at 41 n. 46; Brown, Regulations, Reenactment, 
and the Revenue Acts, 54 Harv. L. Rev. 377 (1941) ; Paul, Use and Abuse of Tax Regu- 
lations in Statutory Construction, 49 Yate L. J. 660 (1940). 

847 For a discussion of the context, see Bittker, The Church and Spiegel Cases: Sec- 
tion 811(c) Gets a New Lease on Life, 58 Yale L. J. 825, 841 (1949). The play of the 
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treme judicial independence not only displays some contempt for the 
common law doctrine of stare decisis by warning litigants against attempt- 
ing to hold the Court too closely to any standard of consistency, but also 
signalizes the willingness of the Court to depart from the limits of other 
judicial restraints to create a common law of taxation. A notable example 
of this is the Supreme Court’s reaching for the point of the Spiegel case 
in its special request and suggestion of questions for reargument.*** 

The major criticism of this tendency is that it leads the Court beyond 
its proper function of determining legislative meaning and intent, and 
into that of legislating to meet the problems which it feels Congress has 
not adequately treated. A common opinion on this point is that the Court 
should not attempt to do what Congress has failed to do; *** and it seems 
difficult to answer this comment, even in such fields as tax avoidance, 
where a tax-sympathetic Court is typically aroused to its most heroic 
operations on previous law. 

The second criticism of the inclination to throw off normal curbs in 
order to reach the desired result, is that it leads sometimes to ludicrous 
results and thus builds law which is unreasonable, however elaborately 
reasoned. Thurman Arnold’s example of the judicial pronouncement that 
ducks have hooves and horses web feet and wings,*°° though a bit over- 
drawn for realism, effectively makes this point. Examples of unrealistic 
interpretations are found in the before-mentioned Spiegel case, the in- 
terpretive dual sense of the word “intended” to encompass the secondary 
meaning of the word “calculated,” ** in the meaning put upon the term 
“the taxpayer’s own obligation” in connection with the non-business 
deduction for interest paid,*** and in the finding that a wife entitled to 


Court on this point, however, has been somewhat confined by legislative action. Pub. L. No. 
378, 81st Cong., Ist Sess. (1949). See Pavenstedt, Congress Deactivates Another Bomb- 
shell: The Mitigation of Church and Spiegel, 5 Tax L. Rev. 309 (1950). 

348 Supreme Court Journal, Oct. Term, 1947, pp. 297-8, set forth in Estate of Spiegel 
v. Comm’r, 335 U.S. 701, 716 (1949). On the point of judicial self-restraint, qualified 
by any special canons normally observed in the Supreme Court, cf. the action of the 
Court in Terminiello v. Chicago, 337 U.S. 1 (1949), noted in 29 B.U. L. Rev. 556 (1949). 

349 See MAGILL, op. cit. supra note 296, at 58. Professor Casner has expressed a similar 
view on the Clifford problem. See The Amended Clifford Regulations, 85 Trusts & 
Estates 249 (1947), and Taxation of Incomes Under T.D. 5488, 84 Trusts & Estates 
233 (1947). See also Pavenstedt, The Treasury Legislates: The Distortion of the Clif- 
ford Rule, 2 Tax L. Rev. 7 (1946) ; Eisenstein, The Clifford Regulations and the Heavenly 
City of Legislative Intention, 2 Tax L. Rev. 327 (1947). On judicial legislation in tax 
cases generally, see Wales, Legislative Aspects of Ten Years of Federal Income Tax 
Opinions of the Supreme Court, 4 Tax L. Rev. 73 (1948). 

850 ARNOLD, THE FoLKLorE OF CAPITALISM 180-182 (lst ed. 1937). 

351 As used in I.R.C. §811(c). See 335 U.S. 701, at 705: “. .. The taxability of a 
trust corpus under this provision does not hinge on a settlor’s motives, but depends on 
the nature and operative effect of the trust transfer.” 

852 Compare John Charles Thomas, P-H B.T.A. Mem. Dec. {39,112 and Continental 
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alimony is not a creditor because “there is no such increase in economic 
worth as would arise from payments to an ordinary creditor.” ** The 
alimony field provides another instance in the distinction drawn concerning 
alimony trusts in the existence vel non of a power in the divorce court to 
alter the decree as to the obligation of support.®** Still another example 
of absurdity of result is the Tax Court remark, in a case involving a public 
works contract with the Greek Government, that there was no “reasonable 
ground for continuing to believe, after the close of 1939, that the con- 
tingency of a decision by the Greek Government to have further work done 
would occur.” **° 


B. REFLECTIONS OF PoLicy 


Courts in deciding tax cases rarely intrude their own social or economic 
predilections concerning non-revenue matters as deciding factors, but do 
incline generally either in favor of applying the tax law in all possible cases, 
or toward restraint in applying it; and a court of the former type, friendly 
to the taxing power, tends to reflect in its decisions the non-revenue policies 
of the taxing legislature and of the tax administrator. 

The general problem of policy in judicial decisions involves questions 
of soundness of premises. In tax cases, since the premises are statutory, 
the difficulties arise rather in their application. There are many possi- 
bilities of neglecting analogies in the complex fact situations presented ; 
and there are many instances to be found where the apparent policy gov- 
erning one case is opposed to that underlying another, especially if it arises 
under a different statute though in the same tax system.*°* These examples 
are in most cases inadvertent deviations from a general principle of con- 
sistency. A guiding principle can be found, however, in the way some 
courts lend every effort to cooperate with the tax program rather than 





Trust Co., 7 B.T.A. 539 (1927), applying the rule, with Reg. 111, Sec. 29.23(b) 1, and 
Robert Ligget, P-H T.C. Mem. Dec. 45,200. 

353 MAGILL, op. cit. supra note 296, at 69. Quaere. The point is difficult to grasp in a 
balance-sheet sense. 

354 Helvering v. Fuller, 310 U.S. 69 (1940) ; Helvering v. Leonard, 310 U.S. 80 (1940). 
See MAGILL, op. cit. supra note 296, at 67-8. Quaere as to whether this power is ever 
lacking in a court of equity. This is not to question the result in the Fuller case, but to 
doubt the stated basis for it. 

855 Foundation Co., 14 T.C. 1333 (1950). Cf. In re Chamberlain’s Estate, 9 N.J. 
Misc. 809, 810, 156 Atl. 42 (1931), commented on in Scott on Trusts §227, 1199. 

856 See, e.g., discussion in MAGILL, op. cit. supra note 296, at 55-57, of reconciling in- 
come tax and gift tax theory in Helvering v. Horst, 311 U.S. 112 (1940), Helvering v. 
Eubank, 311 U.S. 122 (1940), and Helvering v. Clifford, 309 U.S. 331 (1940). Cf. the 
problem of executive policy in tax cases (supra notes 312-315), which is often carried 
on into the judicial controversy phase of the case. See particularly the cases cited in note 
315, dealing with the nature of OPA “penalties” for tax purposes. 
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obstruct it merely because of a small gap between facts and statute, or an 
unhelpful analogy to some previous precedent, or even a gap in the statutory 
wording itself. This is principally a phenomenon of the federal courts, 
and indeed of only the past fifteen years even there, but the principle may 
be stated generally as it appears to be applicable to any similar political 
situation. 

The general orientation in favor of the taxing government * is mani- 
fested in various court opinions more unfriendly to those resisting taxa- 
tion than is generally consonant with the unbiased judicial approach.** 
The same attitude is reflected in small inconsistencies of decisions (as in 
the requirement of taxpayer consistency in accounting methods, except 
when a tax might thereby be reduced ***) and in the emphasis given such 
maxims as that “the taxpayer knows the law.” **° There are also occa- 
sional cases in which it appears that executive policy has been rebuffed, 
as in the allowance of deductions for commissions paid so-called “five- 
percenters.” *** The two primary manifestations of this tendency as a 
principle, however, have been in the treatment of estoppel and waiver, 
and an inclination to abdicate the judicial function to the executive branch 
in technical determinations. 

The doctrine of estoppel in tax cases works largely against the taxpayer 
and rarely against the government. This is not an infallible rule, and its 
effect may have been to weaken the effectiveness of waivers in any case, 
but it is pronounced enough to indicate definitely the existence of a ratchet 
principle of court approach.** 


357 HENDERSON, op. cit. supra note 230, §26. See MAGILL, op. cit. supra note 296, at 45, 
on the same point. 

858 HENDERSON, op. cit. supra note 230, §10, 14. 

859 As in the treatment of advance and delayed payments under cash and accrual ac- 
counting systems for tax purposes. And sce also such cases as Merchants National Bank 
14 T.C. 1375 (1950), where a very uncribbed, unconfined approach caused a partial re- 
covery by sale of capital assets previously charged off as bad debts to be treated as 
ordinary income. A recent Tax Court case emphasizes the necessity of maintaining 
formal distinctions in this type of accounting: Hazel McAdams, 15 T.C. No. 35 (1950), 
in which it is emphasized that expense deductions for cash basis taxpayers are allowable 
when the expenses themselves are paid, and not when money borrowed to pay expenses 
is repaid. The implicit suggestion is that the credit be obtained through the source of 
the expense, that is, by paying a note rather than cash, to postpone the deduction. Sce 
Quinn v. Comm’r, 111 F.2d 372 (5th Cir. 1940). 

360 HENDERSON, op. cit. supra note 230, §24; Paut, StuplEs IN FEDERAL TAXATION 
133 (1937). 

361 Aetna-Standard Engineering Co., 15 T.C. No. 42 (1950). 

362 F.g., Schmitt v. Kavanagh, supra note 343; Morganton Full Fashioned Hosiery 
Co., 14 T.C. 695 (1950). See generally Stearns Co. v. United States, 291 U.S. 54 (1934) ; 
Stone v. White, 301 U.S. 532 (1937) ; cf. Bull v. United States, 295 U.S. 247 (1935), and 
Walter M. Ferguson, Jr., 14 T.C. 846 (1950), which held the Commissioner to his origi- 
nal position on a joint return. Cf. also Manning v. Seeley Tube & Box Co., 338 U.S. 
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Judicial abdication to administrative expertise is based on a feeling 
that the matters dealt with are too technical for the non-specialist to handle 
intelligently, so that judicial intermeddling is apt to do more harm than 
good.** That it goes a bit further than this is seen in the rule of con- 
struction that Congress is presumed to have adopted the previous admin- 
istrative interpretation in reenacting a revenue law; ** but its principal 
manifestation is in the reluctance of the courts to review administrative 
findings, where they are factual and rest on technical conceptions as in 
valuation cases,** and even where they are legal, as under the Dobson 
rule.** This rule gave administrative findings, in matters of interpretation 
and application of technical, tax law rules, an almost unreviewable 
character. The rule has been abolished by a Congress not so impressed 
with administrative infallibility as the Court.*°*’ However, the Dobson 
rule rests uneasily in its grave, and is likely to rise occasionally and walk 
in the courts again.*® 


C. Form v. SUBSTANCE 


Courts handling tax cases purport to disregard “technicalities” and to 
base their determination on “actualities,’ and in following this approach 
have built a new group of technicalities cutting across the lines fixed by 
rules of private law and centered about the following precepts of judicial 
conduct as usually formulated: Disregard form and regard only substance. 
Look to meanings and not to words. Disregard technicalities obscuring 
matters of fact. 

The preoccupation of courts in tax cases with the task of throwing off 
the shackles of “form” and basing results on “substance” may be regarded 
as a phase of the law of tax avoidance, but it is a sufficiently marked ten- 
dency to be regarded as having separate significance and to stand as a 
principle in its own right.*°® This principle may be invoked in attacking 


561 (1950) and Jn re Frank Rieber, — F.Supp. — ( ), 1950 P-H 972,568. (On the 
Bureau’s approach to this case, see also G.C.M. 26455, 1950 Int. Rev. Butt. No. 12 at 11 
(1950) ). Another recent case with estoppel overtones is Blackhawk Perry Co. v. Comm’r, 
182 F.2d 319 (8th Cir. 1950). See also Gutkin, Informal Federal Tax Settlements and 
Their Binding Effect, 4 Tax L. Rev. 477 (1949). 

363 HENDERSON, Op. cit. supra note 230, §21, 47-8, and §26. 

364 Supra note 346. 

365 See Rice, supra note 257, at 377 ff. 

366 Dobson vy. Comm’r, 321 U.S. 231 (1944); Paul, Dobson v. Commissioner: The 
Strange Ways of Law and Fact, 57 Harv. L. Rev. 753 (1944) ; Gordon, Reviewability 
of Tax Court Decisions, 2 Tax L. Rev. 171 (1947). 

867 T.R.C. §1141(a), as amended by Pub. L. No. 773, 80th Cong., 2d Sess. (1948). 

368 See also United States v. Cumberland Pub. Serv. Co., 338 U.S. 451 (1950). To 
generalize: in spite of legislative pronouncement, what a court does not want to review 
it is likely not to review. 

369 See PauL, SELECTED STUDIES IN FEDERAL TAXATION 220 ff. (2d series 1938) on 
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almost any tax avoidance plan, but it arises most frequently in cases of 
assignment of income and in those of corporation-stockholder relation- 
ships under the income tax. 

It has been said that the concept of “income” in modern American law 
has been derived largely from cases involving assignments or corporate 
relationships.* Assignments of income are likely to be now somewhat 
less frequent than they once were, since the 1948 Act’s income-splitting 
permission to married couples,** but there will of course still be assign- 
ments in other cases, such as by parents to children. It would seem a priori 
that an assignment enforceable as against the assignor would vest full 
legal privileges in the assignee, so that he should be taxed for the benefit 
received, but the policy of graduated tax rates dictates a different answer ; 
and many a modern Maecenas has found that he cannot so easily rid him- 
self of the burdens of his wealth.*? In the related cases of family partner- 
ships, the Supreme Court has insisted on resting primarily on substantial 
intent, while ostensibly applying state law, which often relies on form as 
to the existence of such a partnership.*” 

Where a corporation is so closely controlled that stockholders have a 
largely free choice whether to possess themselves of its income through 
dividends, every legal form says that the corporation, not the stockholders, 
has realized the income. The substantial benefit obviously available to the 
stockholder makes the situation a very frustrating one for anyone emo- 
tionally committed to maximum tax collection. The legislature has reacted 
to this frustration by observing the form, while imposing several special 
penalties on corporations to prevent taking advantage of such a situation 
for the crudest tax advantage.** In contrast, the tax courts have made 
their own choice in fixing the tax burden. A multitude of cases have dealt 
with the question of observing or disregarding the corporate entity in tax 
cases, both in the parent-subsidiary corporate situation **° and where an 


this distinction. The recent case of C. F. Mueller Co., 14 T.C. 922 (1950) may be taken 
as an example of this judicial loophole-plugging. See Business WEEK, Macaroni and 
Taxes, 20 (June 3, 1950). See also Chicago Stoker Co., 14 T.C. 441 (1950). 

870 MAGILL, op. cit. supra note 296, at 44. 

871 ].R.C. §51(b) as amended by Sec. 303 of the Revenue Act of 1948 (Pub. L. No. 471, 
80th Cong., 2d Sess. (1948) ) and I.R.C. §12(d), added by Sec. 301 of the 1948 Act. 

872 See HENDERSON, op. cit. supra note 230, §72, discussing Helvering v. Horst, 311 
U.S. 112 (1940), and related cases. See also on the same group of cases, MAGILL, op. cit. 
supra note 296, at 49 ff.; Miller, Gifts of Income and of Property: What the Horst Case 
Decides, 5 Tax L. Rev. 1 (1949). 

373 See Brookes, The Strange Nature of the Partnership under the Income Tax Law, 
5 Tax L. Rev. 35 (1949). See also on the earlier family partnership cases, Veron, Taxa- 
tion of the Income of Family Partnerships, 59 Harv. L. Rev. 209 (1945), and on some 
later authorities, a Note, 29 B.U.L. Rev. 525 (1949), commenting on Comm’r v. Culbert- 
son, 337 U.S. 733 (1949). 

874 T.R.C. §§102, 500 et seg. 

3875 See a collection of these in 10 A.L.R.2d 576 (1950). 
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individual stockholder is concerned.*** It is difficult to discern a clear and 
uniform pattern in these cases, but they tend to support the thesis that the 
corporate entity may be disregarded for tax purposes, under the principle 
above stated, where the result will be to increase the total tax burden but 
not where it would benefit the taxpayer to do so.*" 

Other manifestations of the principle that form may be disregarded 
are seen in cases involving the form of business transactions, as where the 
distinction between a sale and a lease may be overridden and a transaction 
which is a sale in form may be held a lease for tax purposes or vice 
versa; ** in cases involving multiple trusts, which may be held to be 
essentially only a single trust under the tax laws, by e pluribus unum ra- 
tionale very closely paralleling the corporate entity cases; °° and in fre- 
quent admonitory sermons concerning the tax law’s unconcern for the 
“unwitty diversities” of private law distinctions.**° 

The related admonition to consider meanings rather than words in con- 
struing tax laws, to “Think things rather than words,” is a rather pa- 
thetic example of bootstrap thinking.*** So long as words are our only 
means of expression, and things can be thought of only in words where 
communication is required, a precept such as this can be passed over 
quickly. To get to the root of the matter, it can be admitted that imperfect 
mastery of the language is likely to prove inadequate where niceties of 
abstract thought are concerned.** 

The courts’ stress on substance sometimes plays them false, as when 
they find that the statute, or even their own interpretation of it, introduces 
a formal technicality which no attorney would willingly be responsible 


876 See Stickells, Corporate Entity and Taxation, 29 B.U.L. Rev. 486 (1949) ; Finkel- 
stein, The Corporate Entity and the Income Tax, 44 Yate L. J. 436 (1935); Cleary, 
The Corporate Entity in Tax Cases, 1 Tax L. Rev. 3 (1945); Case, Disregard of Cor- 
porate Entity in Federal Taxation—The Modern Approach, 30 Va. L. Rev. 398 (1944). 

877 See for a recent example L. B. Whitfield Estate, 14 T.C. 776 (1950). This distinc- 
tion may be a reflection of executive tax policy, under the principle of the previous section. 

878 William A. McWaters, P-H T.C. Mem. Dec. {50,152; Judson Mills, 11 T.C. 25 
(1948) ; Holeproof Hosiery Co., 11 B.T.A. 547 (1928). There may also be differences 
of view as to the nature of other types of contract. See Blum v. Comm’r, 183 F.2d 281 
(3d Cir. 1950), holding a patent contract an employment agreement rather than a sale. 

879 Helvering v. McIlvaine, 296 U.S. 488 (1936), affirming 78 F.2d 787 (7th Cir. 
1935) ; U.S. Trust Co. v. Comm’r, 296 U.S. 481 (1936); McGinley vy. Comm’r, 80 F.2d 
692 (9th Cir. 1935) ; MacManus v. Comm’r, 131 F.2d 670 (6th Cir. 1942). Cf. Fidelity 
Union Trust Co. v. Kelly, 102 F.2d 333 (3d Cir. 1939) ; McCaughn v. Girard Trust Co., 
19 F.2d 218 (3d Cir. 1927). 

880 Helvering v. Hallock, 309 U.S. 106, 118 (1940). 

881 See HENDERSON, op. cit. supra note 230, §27 and Pau, Stupigs IN FeperaAL TAXa- 
TIon 159 ff. (1937) (dealing with the inconsistencies to which the courts’ approach in 
valuation cases has led). 

382 The justification is for the “ordinary imperfect” scholar and does not extend to 
those of a learned profession. 
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for as draftsman. The “Tar baby” concept as to reversionary interests 
under the Spiegel case of 1949 *** was responsible for much anguished 
review by the tax bar. This became the more painful on realization that 
a “possibility of reversion” or “possibility of reverter,” as used in tax 
law, does not fit into the property lawyer’s classification of future in- 
terests, and is at least partially a technical refinement itself born of the 
tax decisions, even such as Helvering v. Hallock.*** Another example of 
a technicality out of the courts by the income tax law is the “right” con- 
cept used in accrual basis accounting—a concept without precise parallel 
in the private law.*** In the tax treatment of stock dividends, too, the 
courts’ preoccupation with form has in the end deceived them, for what 
began in Eisner v. Macomber **° as a sensible regard for the substantial 
insignificance of a formal transaction has become under the Koshland v. 
Helvering regulations *** a distinction based on arbitrary, formal refine- 
ments in similar transactions.*** 

It should be noted in evaluating the applications of the “form v. 
substance’”’ principle that it is perhaps more often than not colored with 
a further determinant in the law of tax avoidance; but as treated above 
it is stripped of that consideration, with the purpose of showing it, as 
nearly as may be, as it is in its own right. 


D. ConFLict oF LAws In TAx CASES 


When a tax decision depends upon the answer to another legal question, 
the court properly separates the two questions, determining the non-tax 


388 335 U.S. 701 (1949). See Schuyler, Escape from Spiegel, 44 Int. L. Rev. 131 (1949) 
for a discussion of the property law aspects of the Spiegel case. 

384 Supra note 380. See Bittker, The Church and Spiegel Cases: Section 811(c) Gets 
a New Lease on Life, 58 Yate ©. J. 825, 838 ff. (1949) for the proposition that the un- 
certainty of the rules in this field stem as much from the Hallock case as elsewhere. 
On the Court’s “possibility of reversion” solecism in Spiegel, -f. Eyres v. Falkland, 1 
Salk 231 (1697), recognizing a “possibility of remainder.” The Court in the latter case, 
of course, was handicapped in its lack of access to 19th century learning and crystalliza- 
tion in property law, whereas the Spiegel Court could if it wished have resorted to KALEs, 
Future INTERESTS IN ILtrnots (1920) for instruction. 

385 Spring City Foundry Co. v. Comm’r, 292 U.S. 182, 184 (1934) ; Continental Tie 
and Lumber Co. v. United States, 286 U.S. 290 (1932); Jamaica Water Supply Co. v. 
Comm’r, 125 F.2d 512 (2d Cir. 1942), cert. denied, 316 U.S. 698 (1942) ; North American 
Oil Consolidated vy. Burnet, 286 U.S. 417, 424 (1932). See Edelman, Js Income Tax Ac- 
counting “Good” Accounting Practice, 24 Taxes 112 (1946). 

386 252 U.S. 189 (1920). 

387 208 U.S. 441 (1936); I.R.C. §115(f£) ; Reg. 111, Sec. 29.115-7. 

388 See HENDERSON, op. cit. supra note 230, §47. Sze Powell, The Stock Dividend Deci- 
sion and the Corporate Nonentity, 5 Butt. Nati Tax Ass’n 201 (1920); Note, Taxa- 
tion of Stock Dividends under the ‘Different Interest’ Test, 51 Harv. L. Rev. 702 (1938) ; 
Altman, Effect of Recent Stock Dividend Decisions, 21 Taxes 251 (1943). 
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question first, according to the applicable state or federal rules, and there- 
after applying the tax law. In practice, however, the two questions are 
not always kept distinct, and tax considerations tend to intrude upon the 
consideration of non-tax questions presented. 

In the orderly treatment of a tax case, the rules of tax law should be 
applied last to the situation as it would be found to exist independently 
of tax considerations, and the legal effect of other matters should be taken 
as a part of the given facts for tax purposes. This is the accepted and 
orthodox approach, and it is often said that the court determines sub- 
stantive questions in collateral fields “according to the common law” or 
according to whatever rules apply to other cases presenting the same 
question.**® Then if taxability in a given case depends on the existence 
of a gift, a lease, a sale, a partnership, a corporation, or a trust, the rules 
of tax law do not under this theory come into play until after it has been 
determined, according to the law applicable under conflicts principles, 
whether the critical element exists. 

If all the facts of the case are within one state, the choice of substan- 
tive law does not raise any conflicts problem; but where the facts cross 
state boundaries, as they often do, or where the tax is a federal one, the 
law of another jurisdiction must be applied.*” 

Perhaps it is reluctance to apply a foreign law where the result would 
be repugnant to the court, which has occasioned the breaches in the 
rule of approach stated. It appears, however, more likely that the real 
cause is tax lawyers’ impatience with the inflexibility of common law 
concepts and with the resistance of such concepts to classifications having 
a different purpose. In any case, the result is that federal tax courts, at 
least, ignore or flout state law on the collateral common law questions 
contained in tax cases nearly as often as they observe it.°” 


889 The remark has been made in literally hundreds of cases according to the digest. 
See as recent examples, Hanson v. Birmingham, 92 F.Supp. 33 (N.D. Iowa 1950) (in- 
volving the existence and significance of a partnership), and Goold v. Comm’r, 182 F.2d 
573 (9th Cir. 1950) (involving the making of a gift). See in criticism of deviations from 
this principle, PAut, StuprEs IN FEDERAL TAXATION 120 ff. (1937), discussing Gregory 
v. Helvering, 293 U.S. 465 (1935) and Chisholm v. Comm’r, 79 F.2d 14 (2d Cir. 1935), 
cert. denied, 296 U.S. 641 (1935), and MacILt, op. cit. supra note 296, at 183 ff., dis- 
cussing Gregory v. Helvering, supra and Helvering v. Horst, 311 U.S. 112 (1940). 

890 Erie R.R. v. Tompkins, 304 U.S. 64 (1938); Madden v. Kentucky, 309 U.S. 83 
(1940) ; Clarke vy. Clarke, 178 U.S. 186 (1900); Central Vt. R. Co. v. White, 238 U.S. 
507 (1915). For an historical and philosophical treatment of the problem in the tax 
field, see Cahn, Local Law in Federal Taxation, 52 Yate L, J. 799 (1943). See also 
Schuyler, Property Law Still Has Tax Consequences, 29 Cui. Bar. Rec. 248 (1948); 
PAuL, SELECTED STUDIES IN FEDERAL TAXATION 1 ff. (2d series 1938). 

391 HENDERSON, op. cit. supra note 230, §25. Note also the questionable position of the 
Spiegel case as well as the Hallock case under the Erie rule (see Schuyler, supra 
note 383). A recent illustration of the hazard created by this practice is Russell Gif- 
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A part of the reasoning which accompanies these decisions is in terms 
of emancipation from the primitive law applicable in private controversies, 
but often the need for some rule of determination is as great in the tax 
case as elsewhere, so that the result is the substitution of one technicality 
for another, or rather of two for one, on the same point. In the state 
courts there is some tendency in the same direction, though this latter is 
not at all marked, and possibly stems only from the use of federal tax 
precedents in state tax cases, a common practice where the statutes are 
similar, as in many income and estate tax provisions.*” 


E. Tax AVOIDANCE 


An inevitable concomitant of taxation is the urge to minimize its burden, 
and any tax law has as one of its consequences the development of devices 
or procedures for remaining outside its stated scope. A major concern of 
tax administrators and of courts inclined toward furthering the taxing 
process rather than toward taxpayer convenience, is the frustration of tax 
avoidance devices and procedures, and such courts, which are on the 
increase in modern times, at least in the federal system, are astute to foil 
new avoidance schemes by stretching the law to its utmost breadth. Even 
so there are wide areas in which avoidance may be successfully practiced 
so long as tax laws fall short of universal confiscation of wealth. 

From the pig under the bed to the modern family partnerships and in- 
surance trusts, tax avoidance has always been a factor in private fiscal 
planning. The fiddle-shaped boats observed on China’s Lake Poyang since 
the days of the earliest Western explorers are a result, it is said, of an 
ancient tax imposed in that land on boats, measured in each case by the 
boat’s breadth of beam amidships.*** In modern times, on the other hand, 
one reads of the witch doctors’ schools in Liberia, which offered six-month 
intensive courses in drum-talk until the government recently outlawed the 
drums because too often the art was practiced to warn of the approach of 
tax collectors.*** It is noted by a leading tax scholar that “federal taxes 


fen, 14 T.C. 1272 (1950), where the Tax Court refused to recognize a family partner- 
ship which might well have been qualified as such under local law. Uneasiness is mani- 
fested on this point by such suggestions as Frankfurter’s in the Spiegel case (supra 
note 285) that declaratory relief in a state court might avoid the trouble in that case— 
a most unusual confession as to the reliability of the federal courts in applying the Erie 
rule to reach the conclusion which a state court would. This has been done successfully 
in some cases; see Stone v. Stone, 319 Mich. 194, 29 N.W.2d 271 (1947). 

892 See, e.g., NicHOoLs, TAXATION IN MAssacHuseEttTs 470 (3d ed. 1938) ; Tax Comm’r v. 
Putnam, 227 Mass. 522, 528, 116 N.E. 904 (1917). 

393 ScrpMorE, CHINA, THE LonG Livep Empire 373 (New York, 1900). 

894 Toe New Yorker, Musicologist’s Safari, 41 (Nov. 18, 1950). 
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are almost the main single force in determining the form that family 
business arrangements for the disposition of property shall take.” *° 

It is true that planning and foresight are not always the keys to success 
in tax avoidance, as is illustrated by the case of an estate planner’s client 
who saved $30,000 in taxes under the 1948 Revenue Act, which was 
passed retroactively after his death, simply through his failure to take the 
steps which any able lawyer would have urged upon him as wise under the 
pre-existing law.*** In spite of such cases as this, however, planning and 
foresight are of first importance where taxes are a significant item of ex- 
pense, as such planning will in the great majority of cases pay for itself 
many times over. One occasionally hears of a lecturer at a tax institute or, 
what is worse, in a semi-professional group, remarking that “tax avoidance 
is a thing of the past.” °°’ It is difficult to account for such a statement 
from one learned in taxation, except on the ground that the speaker has 
been unable to outgrow the government bias characteristically developed 
by those employed in tax collection work, or the mounting complexities 
of the subject, as new taxpayer schemes and countering statutes and 
decisions pass the surrebutter stage, have surpassed his grasp of the sub- 
ject. The first point to be made here, then, is that tax avoidance is always 
a thing of the present and the future and is just as inevitable as taxes 
themselves, and only just less important to the taxpayer.*°* 

The second phenomenon to be noted in this connection is the extraor- 
dinary concern of the courts with tax avoidance and the defeat of taxpayer 
schemes to this end. The tendency of many courts to ally themselves with 
the legislature and the tax administrator has been a major reason for the 


895 MaciLL, THE Impact oF FeperaL Taxes 45 (1943). The relative importance of 
the subject in America today can be confirmed by noting the emphasis placed on tax 
planning in such a work as SHAtTrucK, AN EsTaTE PLANNER’s HANDBOOK (1948), where 
it is the dominant consideration. See Business WEEK 99 (June 3, 1950), summarizing 
a special report of a commission on tax evasion in France, to the effect that about one 
trillion francs of income escaped taxation in 1949, and that about one-third of the nation’s 
taxable, commercial transactions escaped taxation. 

896 Sargent, Sins of Oversight in Wills and Trusts, 30 B.U.L. Rev. 301, 315 (1950). 

397 A specific instance is not cited; the omission is intentional, in view of the com- 
ments which must be made about such a statement. 

898 Always noting that the best laid plans sometimes play their makers false and cause 
nothing but trouble. See for a discussion of one such plan, The Commissioner and Mr. 
Benny, 1 Stan. L. Rev. 700 (1949). Others, like the entertainers’ trek to Puerto Rico 
during 1949, also seem a bit elaborate for the good to be gained, though in the instance 
cited collateral advantages can be imagined. See also Mintz, Entertainers and the Capi- 
tal Gains Tax, 4 Tax L. Rev. 275 (1949). Another important current aspect of tax 
avoidance is in shifting investments to tax-exempt securities. See Business WEEK, Tax 
Plans Bring Rush to Tax-Exempts, 77 (Aug. 5, 1950), and Tax Exempts and Taxes, 
P-H Lawyer’s WEEKLY Report (Sept. 25, 1950). Sce Business WEEK, Home, Sweet 
Tax, 99 (June 17, 1950) for another tax-avoidance plan. 
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development of the “form v. substance” verbalism,**® and for the eager- 
ness of courts to fill in statutory gaps by judicial legislation.“ The criti- 
cisms which have been directed at the courts on this score have been largely 
in terms of their departure from the area of proper judicial action ; *” but 
another result of these proclivities has been the creation of some highly 
technical and purely linguistic distinctions which have handicapped clear 
thinking in this field. The “form v. substance” doctrine and the “sub- 
stantial business purpose” test of Gregory v. Helvering *” indicate that 
the courts desperately want to preclude technical quibbles in tax law. That 
they have proceeded ineptly to this end is manifested in the results obtained 
from those attempts. The complex structure of formalities entailed by tax 
avoidance rules confirms the lessons that common law tests cannot be 
hastily abandoned without hazard, and that a new common law for tax 
purposes cannot be built by departing from the time-honored attitudes 
of judicial restraint, objectivity, and indifference to answers to questions 
not as yet litigated. The very term “tax avoidance” has been a principal 
victim of the affective tendency of impassioned language, having been 
stigmatized as always dishonorable under the epithet “tax evasion,” and 
only partially rescued by the evasion-avoidance dichotomy—a patent 
quibble—with which tax lawyers countered.*** “Motive,” “contempla- 
tion,” “intent,” “dominant character,” and “substantial participation” are 
examples of the many other terms which have lost their primary meaning 
without acquiring reliable secondary significance in this struggle. 

The best that has been written on taxation has dealt with the tax avoid- 
ance task,*** and a large subject can be most usefully telescoped here by 
reference to its definitive treatment there. As the principles of judicial 
treatment are epitomized in the attitude noted above, however, no attempt 
will be made here to outline or summarize the case law dealing with avoid- 
ance under the different tax laws.*”° 


899 Section III. C. supra. 

400 Section III. A. supra. 

401 See MAGILL, op. cit. supra note 395, at 58 ff., discussing the handling of the Clifford 
problem. 

402 293 U.S. 465 (1935). See Seidman, The Gregory Reorganization Case, 13 Tax 
Mac. 130 (1935) ; Pau, Stupies In FepERAL TAXATION 141 ff. (1937). See also Paut, 
SELECTED STUDIES IN FEDERAL TAXATION 200 ff. (2d series 1938) on the “step transac- 
tion” problem; Griswold, Securities and Continuity of Interest, 58 Harv. L. Rev. 705 
(1945) ; Darrell, Corporate Liquidations and The Federal Income Tax, 89 U. of Pa. L. 
Rev. 907 (1941). 

403 PAUL, STUDIES IN FEDERAL TAXATION 12 (1937). 

404 See Paut, Restatement of the Law of Tax Avoidance in StuptEs In FEDERAL TAXA- 
TIon 1-157 (1937). 

405 See Paut, Stupies IN FEDERAL TAXATION 19-59 (1937); HENDERSON, Op. cit. 
supra note 230, cc. 6, 8, and 11, and §27, 76. Note that the examples cited below are 


* 
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The major possibilities of tax avoidance today are found in four phases 
of the counselor’s job: (1) arranging property transfers; (2) planning 
estate disposition; (3) forming business organizations; and (4) con- 
ducting commercial transactions. The specific possibilities in each area 
are constantly shifting with statutory and case law changes, but a few 
examples of the devices of importance at this time should be illustrative of 
the possibilities. 

Among the factors which should be kept in mind by the counselor 
engaged in property transfer work are (a) the Clifford rules and the 
consequent importance for income tax purposes of minimizing the controls 
retained by the settlor of term trusts for family purposes; *°* (b) the 
various possibilities of tax deductions on account of charitable contribu- 
tions, including the desirability of choice of an incorporated charity to 
qualify under some requirements, and the possibility of augmenting the 
15% deduction permitted for such gifts by creating a trust whose income 
can be used only for charitable purposes, and which will thus be entirely 
exempt from income tax; **’ (c) the desirability of allocating the whole of 
a previously-assessed real estate tax to the seller, who may deduct it for 
income tax purposes, whatever adjustment or apportionment is made as 
between the parties; *°* (d) the importance of incorporating any local 
charitable enterprise of any considerable size in order to qualify gifts made 
to or through it for tax deduction; *°° and (e) the necessity of making 
gifts presently effective in possession, including the appointment of 
guardians who can take possession for minor donees, in order to obtain 
the benefit of the gift tax exclusion.*”® 

Tax consciousness is probably greater in the field of estate planning 
than in any other. The interest of the counselor includes (a) the use of 
carefully drawn powers of appointment ; ** (b) the fitting of an insurance 
program to the tolerances of the federal estate tax, including the taking 
out of policies and payment of premiums not by the insured but by the 


taken largely from cases noted during the past year, rather than from the leading cases, 
which are available in PAUL, supra, and elsewhere. 

406 See MAGILL, op. cit. supra note 395, at 64 ff. on the area of avoidance law surround- 
ing the Clifford case and I.R.C. §§166 and 167. And see authorities cited supra note 349. 

407 HENDERSON, op. cit. supra note 230, §76. 

408 See Magruder v. Supplee, 316 U.S. 394 (1942). 

409 See Carolyn Trippe, P-H T.C. Mem. Dec. 150,176. 

410 John W. Kieckhefer, 15 T.C. 111 (1950) ; Ashcraft v. Allen, 90 F.Supp. 543 (M.D. 
Ga. 1950). 

411 On the tax problems involved in powers of appointment, see PAuL, FeperAL Estate 
AND Girt TAXATION (1946 Supp.) §§9.30 ff.; Griswold, Powers of Appointment and the 
Federal Estate Tax, 52 Harv. L. Rev. 929 (1939); Eisenstein, Powers of Appointment 
and Estate Taxes, 52 Yate L. J. 296 (1943) ; Powell, The New Power of Appointment, 
78 Trusts & Estates 193 (1944). 
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beneficiaries, wherever feasible; **? (c) the maximum use of inter vivos 
transfers, finely tooled to stand on the small bit of ground left for them 
by estate tax law; *** (d) the separation in all transfers of charitable and 
private gifts as sharply as possible, to insure against estate and income tax 
liability on a primarily charitable gift; *** and (e) provision for alimony 
payments in appropriate cases by a decedent’s estate to take advantage of 
income or estate tax deductions most advantageously.‘ 

Tax planning has been a large factor in the choice of business forms 
in recent years, though there has been a general uneasy consciousness that 
advantages of one form over another may be more apparent than real. 
The obvious factors involved in the choice are (a) the corporate income 
tax,**® and (b) the application of that tax in many instances to other busi- 
ness incomes in spite of the absence of corporate form.*** Among the 
many other points of importance to the lawyer who is primarily counselor 
on business organization matters are (c) the possible use of credit rather 
than capital financing (so-called “thin” incorporation) which sometimes 
serves to permit tax deduction as interest of payments which as dividends 
would not qualify; ** (d) the possible tacking of business records of 


412 See Trachtman, Estate Planning, 11-32 (Practising Law Institute 1946). 

413 See Paut, Stupres IN FEDERAL TAXATION 42 ff. (1937); Shattuck, Some Aspects 
of the Problems of Alterable and Revocable Inter Vivos Trust in Massachusetts, 26 B.U. 
L. Rev. 437 (1946); Pavenstedt, Transfers in Contemplation of Death, 54 Yate L. J. 
70 (1944) ; Bittker, supra note 347. Full advantage should also be taken of the possibili- 
ties of the marital deduction. See P-H Lawyer’s WEEKLY Report, Applying the Marital 
Deduction, Sec. 3 (June 12, 1950); Leacn, Cases on Future Interests (1948 Taxa- 
TION SUPPLEMENT) 7 ff. 

414 See Leon Falk, Jr., 15 T.C. 49 (1950). 

415 See Helen Scott Fairbanks, 15 T.C. 62 (1950) and the comment in P-H Lawyer’s 
WEEKLY Report (Aug. 12, 1950); Estate of Edwin F. Borden, P-H T.C. Mem. 
Dec. $50,185. For other tax problems in the handling of alimony and ante-nuptial 
arrangements, see Dale E. Sharp, 15 T.C. 185 (1950) (medical payments to divorced wife 
deductible only if required by decree) ; Note, Tax Consequences of Alimony Insurance, 
31 B.U.L. Rev. 77 (1951), analyzing several recent cases dealing with requirements as 
to deductibility of premiums paid on insurance covering alimony obligations. 

416 Tt is not a simple task to reduce corporate tax advantages and disadvantages to 
balance sheet form, particularly as the subject matter refuses to stand still. For one fairly 
recent attempt, see Note, The Small Business Organization: Tax Considerations, 30 
B.U.L. Rev. 248 (1950). 

417 See I.R.C., §3797. The broad definition is also applied under I.R.C. §13. See Mor- 
rissey v. Comm’r, 296 U.S. 344 (1935) ; Swanson v. Comm’r, 296 U.S. 362 (1935). 

418 See Isador Dobkin, 15 T.C. 31 (1950), 1432 Broadway Co. v. Comm’r, 160 F.2d 
885 (2d Cir. 1947), and John Kelley Co. v. Comm’r, 326 U.S. 521 (1946), for examples 
of loss to the taxpayer from various tax angles due to judicial refusal to recognize the 
device. See also Lansing Community Hotel Corp., 14 T.C. 183 (1950), a case in which 
the taxpayer prevailed on an interest deduction claim. Similar claims were disallowed, 
however, in Wetterau Grocery Co., 8 TCM 434 (1949), aff'd, 179 F.2d 158 (8th Cir. 
1950), and New England Lime Co., 13 T.C. 799 (1949). A similar device, the collapsible 
corporation, was outlawed by the 1950 Revenue Act. (Revenue Act of 1950, Sec. 212, 
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transferors, predecessors in title, whether corporate or not, in computing 
capital gains, and more important, in determining base period experiences 
for excess profits tax purposes; *** and (e) the qualification of a pension 
plan for employees as against rules discouraging plans largely benefiting 
stockholder-employees and the tendency of the Bureau to frown on this 
means of indirectly distributing benefits to stockholders.*” 

That the form of commercial transactions may be important tax-wise 
is a truism, but the dispersion of tax discriminations in so broad an area 
of activity reduces the relative tax-consciousness of the businessman, so 
that tax planning plays a smaller part in counseling on commercial trans- 
actions than in the other fields mentioned. The bond financing and pension 
plan points mentioned above should possibly be listed here, however, and 
there are a number of other cases of interest to the contract lawyer, of 
which the following are typical: (a) the taxability of salary payments to 
a deceased employee's estate as against the possible non-taxability of pay- 
ments to a widow; ** (b) the 15% limitation on deductions for salary 
assigned to charity as against the non-taxability of a transaction where 
services are rendered directly to or for the charity, without salary, even 
though the charity sells the benefit it receives to someone else; **’ (c) the 
non-deductibility of payments connected with corporate organization or 
reorganization as against the deductibility as business expenses of those 
attributed to current operation by proper earmarking in contracts or busi- 


amending I.R.C. §117(m)). See Business Week, Loophole Closing, 72 (June 24, 1950) ; 
Bittker and Redlich, Corporate Liquidatiéns and the Income Tax, 5 Tax L. Rev. 
437 (1950). Cf. also the problem of the McAdams and Quinn cases, supra note 359. 

419 See Renfro Drug Co. v. Comm’r, 183 F.2d 846 (5th Cir. 1950), where a taxpayer 
failed to qualify under I.R.C. §740(g). That I.R.C. §129, denying the use of “purchased 
losses,” may be avoided by reversing the parent-subsidiary relationship in combining the 
two businesses, see A. B. & Container Corp., 14 T.C. 842 (1950) ; cf. Alprosa Watch Co., 
11 T.C. 240 (1948). But cave Lansdale Structural Steel Co., 14 T.C. 1428 (1950). And 
a related device failed in Chicago Stoker Co., 14 T.C. 441 (1950). See also Rice, Transfers 
of Earnings and Deficits in Tax-Free Reorganizations: The Sansome-Phipps Rule, 5 
Tax L. Rev. 523 (1950). The continuation of an old business organization after a partner’s 
death may also be important tax-wise in partnership cases, but this is usually difficult to 
achieve. An express agreement for survival of the partnership after a partner’s death 
may be recognized, however, and is worthy of consideration in drafting any partnership 
agreement. See Girard Trust Co. v. United States, 182 F.2d 921 (3d Cir. 1950). 

420 ].T. 4020, 1950 Int. Rev. Buti. No. 16 at 9 (1950). See Volckening, 13 T.C. 723 
(1949), for the Court approach under the earlier Bureau rule, I.T. 3674, 1944 Cum. 
Butt. 315. 

421 Louise K. Aprill, 13 T.C. 707 (1949). See also Estate of Edward Bausch, 14 T.C. 
1433 (1950) ; I. Putnam, Inc., 15 T.C. 86 (1950). 

422 Reg. 111, Sec. 29.22(a)-2. This is the “Mrs. Roosevelt” case. See Hearings before 
Joint Committee on Tax Evasion and Avoidance, 75th Cong., 1st Sess. 425 ff. (1937). 
The change in position on this case, necessitating the procedure suggested in the text, 
was made by T.D. 5151, 1942-1 Cum. Butt, 34. 
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ness records and accounts; *** (d) the possibility of meeting the “capital 
contribution” requirement for a valid family partnership by setting up 
binding credit obligations payable out of future business profits; ** (e) 
the possibility of taking a corporate charitable deduction either in the year 
it is voted or in the year it is paid (where it is paid before March 15th 
of the year following the vote **°), so that it may be used to the greatest 
possible advantage, as where an excess profits tax is in effect during one 
year and not in the other; **° (f) the adjustment of casualty insurance 
terms to take advantage of capital gains provisions applicable to some 
types of proceeds as against the taxability of proceeds under other policies 
as ordinary income; **’ (g) the desirability of selling business assets as 
such, as against selling stock in the corporate vendor, to secure possible 
capital gains treatment of the proceeds; ** (h) the adjustment of rental 
payments under a lease to secure the most advantageous allocation of 
income and deductions within the landlord’s and tenant’s tax years; *” 
(i) conversion from an ownership to a lease tenancy of business assets to 
take advantage of an otherwise unrealized loss; **° (j) careful formaliza- 


423 See Sibley, 15 T.C. 106 (1950), in which the result of Weber-Bunke-Lange Coal Co., 
11 B.T.A. 503 (1928) was avoided. 

424 See Goold v. Comm’r, 182 F.2d 573 (9th Cir. 1950). But cave such cases as Russell 
Giffen, 14 T.C. 1272 (1950). Family partnership cases are always tax-hazardous, but in 
cases heard before a jury not only fairness but even liberality may be expected where 
the arrangement is bona fide. See Fretwell v. Bowers, — F.Supp. —, 1950 P-H 72,685. 

425 Actually, within 24 months after the end of the old tax year, whenever it may be. 
T.D. 5796, 1950 Int. Rev. Buty. No. 16 at 3 (1950). See also Keebey’s, Inc. v. Pachal, 
— F.Supp. —, 1950 P-H {72,645, on the desirability of accruing interest early. 

426 See T.D. 5796, 1950 Int. Rev. Butt. No. 16 at 3 (1950) and comment in P-H 
Lawyer’s WEEKLY Report (Aug. 28, 1950). 

427 See Massillon-Cleveland-Akron Sign Co., 15 T.C. 79 (1950). 

428 See Coffey, 14 T.C. 1410 (1950), and comment in P-H LAawyer’s WEEKLY REPORT 
(July 17, 1950). Leading cases on this problem are Comm’r v. Court Holding Co., 324 
U.S. 331 (1945) (corporation taxable on a corporate sale) and United States v. Cumber- 
land Public Service Co., 338 U.S. 451 (1950) (no corporate tax on a stockholder sale). 
The latter case was followed in West Coast Securities Co., 14 T.C. 947 (1950). Cf. also 
a letter ruling, Aug. 16, 1950 (not published in the INTERNAL REVENUE BULLETIN), re- 
ferred to in P—H Lawyer’s WEEKLY Report (Oct. 2, 1950), on reporting capital gains 
and losses in decedent’s final income tax returns. A distribution in kind may be as de- 
sirable where a decedent estate is involved as in cases of corporate liquidations. 

429 See Margaret Wolan, P-H T.C. Mem. Dec. {[49,259, aff'd, 184 F.2d 101 (10th Cir. 
1950). Some care in electing the manner of payment of endowment or annunity contracts 
may also prove advantageous. See Reg. 111, Sec. 29.22(b) (2) (1), on the desirability of 
electing payment over a fixed period rather than for life. 

430 See Standard Envelope Mfg. Co., 15 T.C. 41 (1950). It may also be important to 
treat an existing contract claim one way rather than another. West Coast Securities Co., 
14 T.C. 947 (1950) indicates that an ordinary loss may be taken on compromise of an 
existing unmatured obligation, though a sale or exchange, or a bad debt write-off may 
lead only to a capital loss. Compare I.R.C. §23(k) (4) with §23(e) (2) and §23(f). And 
sce Rosenberg, 15 T.C. 1 (1950), on the difference to a subordinate entrepreneur be- 
tween a lease or a partnership and an employment contract. But formal differences, though 
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tion of employment contracts of corporate stockholders to insure that 
everything done under them is covered by express contract provisions, 
particularly where a tax difference may be debatable, as where the corpora- 
tion is on an accrual basis for deductions and the employee on the cash 
basis for payments received; *** (k) the drafting of loan or guaranty 
contracts to insure that advances and payments are expressly earmarked 
to the tax years desired ; *** and (1) the formulation of large land sales in 
isolated enterprises to reflect the fact that the vendor is not engaging in 
the real estate business, as by selling in one transaction rather than in 
many after subdividing, to insure capital gains treatment of the proceeds.*** 





What has been attempted here is a descriptive summary of the principles 
which apparently guide the chief participants in the taxing process. It is 
assumed that even in a field like taxation the general proposition holds 
true, that surveys of principles should have endings but no conclusions. 


sometimes binding, may not always be confidently availed of. See Chicago Stoker Co., 
supra note 419, and other cases there cited. 

431 Because of the express loophole-plugging statute, I.R.C. §24(c). See Lincoln Stor- 
age Warehouses, 13 T.C. 33 (1949). Another reason for this device is to provide data for 
demonstrating the reasonableness of salary payments to qualify them for deduction by the 
employer—a delicate point in current tax practice. Cf., e.g., Guide Realty Co., P-H T.C. 
Mem. Dec. {50,143 and Savoy Brass Mfg. Co., P-H T.C. Mem. Dec. 950,110. On the 
consistent treatment of employer and employee in such cases, see Smith v. Manning, 91 
F.Supp. 812 (D. N.J. 1950). 

432 Curtis v. Comm’r, 183 F.2d, 7 (7th Cir. 1950). Cf. George M. Cohan, 11 B.T.A. 
743 (1928), aff'd, 39 F.2d 540 (2d Cir. 1930). It is also important to specify, where ap- 
propriate, that payments are to be applied first to principal and then to interest, or other- 
wise, as the case may be. See Robert Hays Gries, P-H T.C. Mem. Dec. {50,125 and 
Irving B. Hexter, P-H T.C. Mem. Dec. 750,136. 

433 Lawyers’ Title Co. of Missouri, 14 T.C. 1221 (1950). The handling of purchase 
money notes may also be significant in obtaining capital gains treatment of the profit 
made. See Culbertson, 14 T.C. 1421 (1950), and the suggestions in P—H Lawyer's 
WEEKLY Report (Aug. 7, 1950). It should be noted in the case of all these devices 
aimed at capital gain treatment of profits that the coin has two sides. It may usually 
be turned either way by advance planning, but it is by no means always to the greatest 
advantage to plan for capital transaction treatment. 
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Notes 


Distributing the “Tax-Paid Undistributed Income” of Canadian 
Corporations to American Stockholders. American stockholders have 
long envied their Canadian friends’ exemption from capital gains tax. In 
most cases they have been unaware of the peculiar burdens that this freedom 
may impose upon the Canadian stockholder of a close corporation. 

While a Canadian stockholder may sell his shares free of tax yet if, as is 
often true of a small company, there is no available market for them, the 
death of a large stockholder or the happening of some other business or per- 
sonal event may necessitate a liquidation taxable at ordinary income rates. 
Instead of paying a maximum tax of 25% on the excess over his investment 
in the company (as would an American stockholder), the Canadian investor 
may find himself paying in one year ordinary income tax rates as high as our 
own on his pro rata share of the corporation’s earned surplus. This is true 
regardless of his cost for the shares, since Canadian law lacks not only a 
capital gains tax but also, in consequence, any concept of “basis.” Where the 
liquidation is to meet succession duties, all too often the company is sacrificed 
to no end. Personal income tax rates leave the cupboard bare for heirs and 
succession tax collector alike. This situation has been aggravated in recent 
years by the large wartime earnings of many companies and by the lack of 
an effective equivalent of section 102.7 

To relieve a situation which required many stockholders either to sacrifice 
their holdings in forced sales or to pay confiscatory rates on the value of their 
holdings, Parliament in June, 1950 enacted new legislation of an unusual 
character. 

Relief legislation limited to pre-1939 surplus was introduced in 1946, fol- 
lowing the Report of the Ives Commission in Canada, but the new legislation 
is of far greater importance in that it provides what is intended to be a per- 
manent way out of the difficulty. The new law permits private corporations, 
as defined,? to elect and pay a tax of 15% on their accumulated earnings 
(minus certain deductions) as at the end of their 1949 fiscal years. Following 
the election and payment of tax, the company may take advantage of other 
provisions of the law to capitalize the balance of the surplus less the 15% 
by the issuance of redeemable preferred shares. Under Canadian tax law the 


1 Sec. 9(6) of the Canadian Income Tax Act (repealed by the 1950 amendments) al- 
lowed the Minister to determine a “constructive dividend” if, in his opinion, surplus was 
accumulated beyond the reasonable requirements of the business. 

2A private company is defined as one whose shareholders do not exceed 75, exclud- 
ing employees, or any type of corporation more than 50% of whose shares having full 
voting rights under all circumstances, have been acquired by another corporation after 
May 10, 1950. The last portion of the definition has permitted a large number of public 
companies to be turned into private companies by a technical metamorphosis. 
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subsequent redemption or sale of such preferred stock does not render the 
shareholder taxable. 

With respect to accumulated surplus at the end of fiscal periods after 1949, 
the provisions of the law are somewhat different. A private company may at 
any time in the future elect and pay a tax of 15% on an amount of its surplus 
not exceeding the aggregate of the dividends declared and paid by it in the 
fiscal period beginning with 1950 and ending with the last complete period 
before that in which the election is made. The remaining 85% of the sur- 
plus with respect to which the tax was paid may be distributed tax-free by 
way of a stock dividend. This means that while it may be considerably more 
expensive tax-wise to distribute accumulations after 1949, the tendency will 
be for most private companies to do so at some point. 

This new legislation, which can be of tremendous benefit to Canadian stock- 
holders, creates important problems for stockholders of Canadian companies 
who are United States citizens or residents and, since this legislation is 
intended to be a permanent, continuing part of the Canadian tax law, the 
problems of the American stockholders will be continuing problems. If they 
cannot be solved within the present framework of the Code, they may well 
present a good case for special legislation. 

Both the issuance of the preferred stock dividend by a Canadian company 
and its subsequent redemption are potentially dangerous to American stock- 
holders, since if either of those events is considered under American law to 
constitute the receipt of a taxable dividend, the American stockholder though 
exempt from tax under the Canadian law may have to pay out most of what 
he receives in the form of United States taxes. 

The method chosen by Canada to afford relief to stockholders of small 
corporations, unfortunately for American stockholders of such corporations 
falls in the middle of one of the most tangled problems in American tax law. 
Let us look first at the simplest situation, i.e., one where the Canadian company 
has only common stock outstanding at the time the preferred dividend is 
declared. While the Strassburger * case still stands unchallenged, the Bureau 
has made it clear that as far as it is concerned there are other conditions 
which must be met before the Strassburger rule will be applied. In a ruling 
published in December, 1947,* the Bureau held a preferred stock dividend to 
be non-taxable on the following representations: 

(1) That only common stock was outstanding (i.e., the requirement of the 
Strassburger case) ; 

(2) That the preferred stock contained no sinking fund provisions ; 

(3) That the company had no present intention of redeeming the preferred 
stock ; 

(4) That the stockholders had no present intention of redeeming or selling 
the preferred stock ; 

(5) That the purpose of the dividend was to reduce the per-share value 


8 Strassburger v. Comm’r, 318 U.S. 604 (1943). 
*5 CCH 6059 (1948) ; 5 P-H 76,191 (1948). 
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of the common stock to permit its sale to key employees at a price they could 
afford to pay. 

The obvious implication of the ruling is that unless most or all those addi- 
tional conditions are met, the Bureau will consider the dividend taxable despite 
the Strassburger case and will presumably be prepared to litigate the question 
to the Supreme Court. 

Assuming that the last representation made, i.e., that the purpose of the 
dividend was to facilitate the sale of the common stock to key employees, is 
merely a general requirement of some business purpose for the stock dividend, 
it would seem that American stockholders of a Canadian company should be 
able to avoid tax on the receipt of the dividend stock if they are prepared to 
represent that they intend neither to sell nor to redeem the stock ; and if the 
company is prepared to represent that the preferred stock has no sinking fund 
provisions ; and that the company has no intention of redeeming the shares 
of the American stockholders. Under those circumstances the requirement, if 
it exists, for a business or at least non-tax avoidance reason for the dividend, 
should be met by the benefit to the Canadian stockholders. 

If the Canadian company already has preferred stock outstanding, the prob- 
lem is obviously much more difficult. Two possibilities may exist. The first 
is prior redemption of the outstanding preferred stock. As far as the Ameri- 
can stockholders holding both common and preferred are concerned, that in 
itself presents a serious problem, since redemption of their preferred while 
they still hold their common stock would normally give rise to ordinary income 
under section 115(g). It is possible that a helpful ruling could be obtained 
on this point, though not too likely, in view of the present indications that 
section 115(g) applies in any case where a stockholder retains a continuing 
interest in the corporation. 

The other possibility is the issuance of the necessary preferred stock divi- 
dend in such form as would not “change the proportionate interest of the 
stockholders.” This might be possible as a practical matter inasmuch as pre- 
ferred stock under Canadian tax law is any stock preferred on liquidation 
regardless of dividend rate. If, in a case where preferred is already out- 
standing, the company were to issue new preferred stock without dividend or 
sharing equally in the dividends with the common stock, having a preference 
on liquidation subordinate to the preference of the outstanding preferred, the 
test might be met. In such a case, if it were argued that redemption of this 
second preferred might lessen the security for the first preferred’s redemption 
preference, that argument could be met by a further provision that the new 
preferred could not be redeemed while the first preferred was outstanding. 
On those facts it is difficult to see how the proportionate interest of the share- 
holders is changed by the preferred stock dividend. While redemption of the 
second preferred would have to wait redemption of the first preferred, the 
benefits of the new law would at least be assured for some future date, and 
steps might be taken to redeem the first preferred stock gradually over a 
period of years so as to minimize the unfortunate effect on the American 
stockholders. 
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The difficulty with such a procedure is the Bureau’s lack of sympathy with 
non-taxable stock dividends and the courts’ present cooperation with the 
Bureau. In the latest Tax Court decision the Court held stock dividends tax- 
able on the ground that they changed the stockholders’ possible future rights 
in the event the company’s earnings and assets changed materially in the 
future, despite proof that the present proportionate interest of the stock- 
holders was unaffected.’ The Tax Court in that case referred to the fact that 
it had discovered no case where, with two classes of stock already outstand- 
ing, a stock dividend had been held non-taxable. 

Assuming that on one basis or another the initial stock dividend is non- 
taxable in the hands of the American shareholders, what is the effect of the 
subsequent sale or redemption of that stock by those shareholders? The 
Bureau’s ruling of December, 1947 ° expressly reserves any opinion on the 
effect of a subsequent sale or redemption of the preferred stock received, and 
the present attitude of the Bureau is that if the dividend stock is sold or 
redeemed shortly after issuance, the shareholder will be considered to have 
received dividend income taxable at ordinary income rates. 

In the case of sale, unless the sale takes place so promptly as to cast doubt 
on the reality of the representations made in obtaining the ruling in respect 
to the taxability of the dividend itself, it seems hard to conceive on what 
basis the Bureau could attack it.’ If the sale was not part of a preconceived 
plan and if the stock was received as a non-taxable stock dividend, then the 
determination of the amount of the gain and the treatment of that gain would 
seem covered by the provisions of the Code respecting the realization, recog- 
nition, and tax treatment of gains and losses. 

As far as redemption of the stock is concerned, the Bureau would not in 
the ordinary case need the help of a preconceived plan. Section 115(g) alone 
would supply a means for taxing the distribution in redemption as an ordi- 
nary dividend. If, however, the American stockholder is prepared to retain 
his stock while the stock of his Canadian co-adventurers is redeemed, he should 
have no problem. 

As a matter of Canadian corporation law, arrangements made for the re- 
demption of the Canadian-held stock and the tax treatment of that redemption 
would not be affected by the failure of the company to redeem the American 
shares. Where the existence of other preferred stock does not require the 
omission of a preferential dividend rate on the new stock to protect the 
American shareholders, they can be given some compensation for continuing 
to hold their share of the surplus at risk in the business. 

The Bureau has indicated that it will look with favor upon requests for 


5 Edwin L. Wiegand, 14 T.C. 136 (1950). 

8 Note 4 supra. 

7 Unless, of course, the American stockholders sold their dividend stock to one or more 
of the Canadian stockholders. Such a sale, even at a substantially later date, would so 
likely seem part of a pre-conceived plan as to call for the American stockholders to 
establish the bona fides of their action. 
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rulings in such a situation where the requests fulfill the general requirements 
of the ruling of December, 1947. In view of the controversial nature of this 
field of the tax law, and in view of the fact that Government attorneys in 
the field continue to urge the taxability of all stock dividends, requests for 
such rulings would seem advisable in any case where the company’s own time- 
table permits. Such a ruling would reduce the element of risk from the divi- 
dend itself, whereas action taken without a ruling might be subject to attack 
if before the statute had run the Bureau was successful in expanding the 
concept of taxable stock dividends. With a ruling, the taxpayer’s only serious 
concern would be that his subsequent actions with respect to the stock did not 
cast doubt upon the representations on which the ruling was obtained. 

On the present authorities and on the Bureau’s present attitude, the prob- 
lems presented by the new Canadian legislation would appear soluble where 
only common stock is outstanding, and possibly soluble where preferred and 
common stock is outstanding. Since the solution depends, however, on the 
continuing validity of the Strassburger case and on continuation of the 
Bureau’s present limited approval of the Strassburger doctrine, it would not 
be surprising if American stockholders felt uneasy, particularly minority 
stockholders of a Canadian-controlled management. If the Bureau is of the 
opinion that such stockholders deserve special consideration, amendments to 
the United States-Canadian Tax Treaty would seem in order, setting forth 
the extent, terms, and conditions of tax exemption in a form not subject to 


ex post facto change. 
—RicHarp KiILcuLLEN * AND H. HeEwarp STIKEMAN f 


Penalties Relative to Deficiencies Extinguished by a Carry-back Loss. 
In Manning v. Seeley Tube and Box: Co., the taxpayer paid interest on a 
deficiency asserted by the Commissioner subsequent to the filing of appro- 
priate tax returns. Thereafter, in the second subsequent year, the taxpayer 
sustained a loss from the operation of the business and, utilizing the pro- 
visions of sections 23(s) and 122 of the Code, filed a claim for refund cover- 
ing taxes paid in the earlier year. The refund was allowed as claimed, but 
the Commissioner refused to remit the interest paid by the taxpayer on the 
previously asserted deficiency. The taxpayer brought suit for a refund of 
this interest, which was ultimately denied by the Supreme Court. 

In deciding the Seeley Tube case, the Supreme Court leaned quite heavily 
on the Senate Finance Committee Report.? The Court pointed out that under 
the statute enacted to grant operating loss carry-back deductions, the tax- 


* Member of the New York Bar; Lecturer in Federal Taxation, New York University 
School of Law; co-author, STANLEY AND KILCULLEN, THE FEDERAL INCOME Tax: A 
GUIDE TO THE Law. 

+ Barrister of Law of the Montreal Bar; Editor, Dominron or CANADA TAXATION SERV- 
Ice, CANADA TAx SERVICE, CANADA Tax MANUAL, CANADA Tax Costs (ANNO- 
TATED), and THe Income Tax Act ANNOTATED. 

1338 U.S. 561 (1950). 

2 Sen. Rep. No, 1631, 77th Cong., 2d Sess. 123-124 (1942). 
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payer is required to file a correct return and pay the tax in full. ‘The Court 
then went on to quote the applicable Committee Report and section 3771(e) 
of the Code in support of the thesis that it was intended that the Government 
have the full use of the funds involved, interest-free, until such time as the 
amount of the carry-back loss deduction is finally determined in the subse- 
quent year. 

The taxpayer had denied the Government the use of these funds for some 
portion of the intervening period. Its payment of interest thereon was resti- 
tution for denial of the benefits which could have accrued to the Government 
if the taxpayer had paid the correct tax when it fell due. As such, the interest 
was held not subject to refund. 

In G.C.M. 2645: the Bureau has recently taken the position that “penal- 
ties assessed and collected in connection with a federal income tax liability 
should not be credited or refunded even though such tax liability is reduced 
or eliminated by net operating loss carry-back.” Is the Bureau justified in 
using the decision in the Seeley Tube case, which involved only the question 
of interest, as a basis for denying a refund of a fraud or negligence penalty 
already assessed and collected? The answer is clearly in the affirmative. 

The civil sanctions imposed under the Code for filing a return which under- 
states the liability of the taxpayer, vary with the degree of culpability involved. 
For the completely innocent understatement of tax liability, the taxpayer has 
merely to pay interest on any deficiency ultimately found to be due.* For 
an understatement of tax liability, due in any part to acts of negligence, the 
taxpayer is subject to a penalty amounting to five per cent of the deficiency.® 
Where the deficiency is due, at least in part, to fraud then the penalty is fifty 
per cent of the deficiency.® In all instances penalties are computed from the 
due date of the return without regard to subsequent, amended returns which 
the taxpayer may have filed prior to the assertion or assessment of a deficiency. 

In Nick v. Dunlap? the District Court for the Northern District of Texas 
denied a refund of the fraud penalty where a portion of what would have been 
a deficiency due to fraud was reduced by an operating loss carry-back deduc- 
tion. While this case is in point in so far as the issue is concerned, the Court, 
in an oral opinion, failed to get to the root of the question. The opinion 
dealt rather with legislative relief granted to an innocent person who has 
erroneously been convicted of a crime which he had in fact never committed. 
Then, after pointing out that there is no legislative provision for refunding 
the penalty, judgment was granted in favor of the Government. The Court 
of Appeals for the Fifth Circuit affirmed.® In a per curiam opinion, the Court 
stated, “Despite the vigorous contentions of appellant, . . . we are in no doubt 


1950-1 Cum. Butt. 118. 
*#T.R.C. §292(a). 

5LR.C. §293(a). 
®T.R.C. §293(b). 

750-2 U.S.T.C. 9436. 
851-1 U.S.T.C. 79109. 
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that the decision of Manning v. Seeley, 338 U.S. 561, is controlling in this 
case.” 

Although the Seeley Tube case involved the question of interest only, the 
Supreme Court in that case went on to mention “penalties . . . for negligence 
and fraud.” ° Considering that no penalties were at issue in the Seeley Tube 
case, the reference to penalties in the opinion is some indication that G.C.M. 
26455 will be sustained. Furthermore, in Helvering v. Mitchell*® the Su- 
preme Court defined the nature of ad valorem penalties as being primarily 
“a safeguard for the protection of the revenue and to reimburse the Govern- 
ment for the heavy expense of investigation and loss resulting from the tax- 
payer’s fraud.” ™ Certainly the policy underlying the Seeley Tube case seems 
éven more appropriate in the situation involving a penalty. Since the penalty 
represents restitution to the Government for the additional burden of ferret- 
ing out the facts to support a negligence or fraud penalty, there is no basis 
for permitting a refund of such penalty already assessed and collected. The 
subsequent and unconnected fact that a carry-back loss deduction wiped out 
the “deficiency” upon which the penalty had been measured does not establish 
the taxpayer’s right to recover such penalty. 

An important question in this area still remains. In the Seeley Tube case 
the Supreme Court limited itself to situations where the interest involved had 
been paid, and specifically reserved the question of interest on a deficiency 
not yet assessed. So also G.C.M. 26455, by its own terms, is limited to penal- 
ties which have been assessed and collected. Can the Bureau assess and collect 
a penalty even though the deficiency upon which the penalty is measured has 
been wiped out by a carry-back loss deduction? It is submitted that here too 
the answer is in the affirmative. 

The Supreme Court has held that the crime of income tax evasion is com- 
plete when a taxpayer “willfully and knowingly files a false and fraudulent 
return with intent to defeat or evade any part of the tax due the United 
States.” ?* It therefore appears that a fraudulent return, once filed, remains 
fraudulent regardless of subsequent events, and any sanctions imposed for that 
act would continue to apply. The right of the Government to assert civil 
fraud penalties and/or to prosecute criminally arises when the fraudulent 
return is filed. 

Any distinction drawn solely on the basis of whether or not interest or 
penalties had been assessed seems quite tenuous. Section 271(a) of the Code 
defines a deficiency as the excess of the taxes imposed by Chapter 1 over the 
sum of taxes shown on the return, plus amounts assessed (or collected with- 
out assessment) as a deficiency, over the rebates previously made. The regu- 
lations implementing this section indicate that where an amended return is 
filed after the due date of the return for a given taxable year, additional 
amounts of tax shown as due thereon constitute a deficiency within the mean- 


® Supra note 1, at 566. 

10 303 U.S. 391. 

11 [bid, at 401. 

12 Cave v. United States, 159 F.2d 464 (8th Cir. 1947). 
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ing of the Code.%* (There is no suggestion that a deficiency need be assessed 
or even asserted in order for it to be such.) 

In terms of this definition, a deficiency upon which to measure a penalty 
could be computed without reference to any operating loss carry-back deduc- 
tion for that year. The penalty thus computed would be due the Government 
on account of the fraudulent return filed, and it would be unaffected by any 
consideration of an operating loss carry-back. 

The tenor of the Senate Finance Committee Report,’* as interpreted by the 
Supreme Court in the Seeley Tube case, does not indicate that there was any 
intention on the part of Congress to deprive the Government of its remedies, 
either civil or criminal, by the fortuitous circumstance of an operating loss 
in a subsequent year. It is even conceivable that the operating loss might not 
be entirely fortuitous where the taxpayer, who has filed a fraudulent return, 
has reason to believe that the return is under examination. 

To take the position that the Government should not collect the civil penalty 
where it has not been subjected to making the investigation is unrealistic. As 
a matter of fact, even where the deficiency would be abated by the operating 
loss carry-back deduction, investigation is still necessary to determine the cor- 
rect income for the year covered by the fraudulent return. This is necessary 
for the purpose of determining whether any portion of the operating loss will 
not be absorbed in the fraud year, thus making it available as a deduction in 
the subsequent year. If the entire operating loss carry-back is absorbed in 
the year covered by the fraudulent return, investigation is still necessary to 
determine the correct tax liability for that year. 

With reference to returns filed covering tax years which begin on Jan- 
uary 1, 1950 and thereafter, operating losses are to be carried back one year ** 
and any unused portion is carried forward five years.’* The detailed nature of 
the investigation of a fraudulent return tends to draw such inquiries out over 
a long period of time. The situation may accordingly be quite rare where a 
fraud penalty is assessed before it is known that an operating loss carry-back 
deduction is available to the taxpayer. Although the Commissioner, therefore, 
limited his position in G.C.M. 26455 to situations where the interest and penal- 
ties have been assessed and collected, there seems to be no reason to doubt 
that the courts would sustain the Commissioner if he refused to abate interest 
or penalties not yet assessed or collected simply because the taxpayer became 
entitled to a net operating loss carry-back deduction. 

—HEeErsBert W. Mintz * 


18 Reg. 111, Sec. 29.271-1. 

14 Supra note 2. 

15 7.R.C. §122(b) (1) (B). 

16 T.R.C. §122(b) (2) (B). 

* Member of the New York Bar and Graduate Editor of the Tax Law Review. 
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